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CHAPTER I
INTRODUCTION
Purpose and Definition . It is the purpose of this work to
present a thorough analysis and discussion of all the major
problems confronting the accountant engaged in accounting
for general building contractors. The material should be
of interest to both internal and external auditors and ac-
countants .
There are many varied types of contracting busi-
nesses within the United States. Some of these are much
more complex than others. The general classification which
presents the most difficult, and at the same time the most
Interesting problems for the accountant, is the general
building contractor. This type of contractor does not spe-
cialize in any one type of building or in any one of the
many different types of contracts. He does not confine
himself to residential building, although he will occasion-
ally receive chances to bid on housing. He does not spe-
cialize in bridge building or in highway construction as do
many contractors, but he will and often does bid for such
contracts. Many contractors who specialize in certain
fields of endeavor and limit themselves to only one method
of contracting have been able to solve their accounting
problems because of the uniformity of their business trans-
actions. This situation is not true in general contracting.
The general building contractor is prepared to undertake

2almost any type of construction. He is willing to work un-
der any of the different types of contracts. His account-
ing system must be so arranged and set up as to be flexible
enough to handle and correctly reflect all the diversified
transactions in which he is engaged.
Accounting problems which arise in many indus-
tries and which are not peculiar only to the general build-
ing contractor will be discussed as they apply to the con-
tractor, but emphasis will be placed on problems arising
only in the operations of the business of the general con-
tractor.
Economic Aspects . As these pages are being written, the
United States is commencing what some economists and build-
ers feel will be the largest building period in our histo-
ry. The tremendous shortage of homes, brought about by
the five years of war plus the vast post war expansion pro-
grams of many industries and the government, would seem to
insure a continued demand for building construction and all
its companion industries and suppliers.
The business of general contracting is largely a
capital goods industry and is therefore highly sensitive to
the business cycle. Unlike the industries furnishing the
so-called consumer goods of a non-durable and semi-durable
nature, the demand for construction fluctuates violently
with the rise and fall of business activity. A study of

the index of building construction (l) over the past twen-
ty-five years as compared to that of total production (2)
over a like period, reveals the high degree of sensitivity
to cyclical fluctuation of the industry. In periods of in-
creasing total production, construction increases at a much
higher rate than the others; in periods of reduced produc-
tion, it Is construction whose volume shows the sharpest
decline. Thus the construction business is either a feast
or a famine. In prosperous times it is less difficult for
a contractor to make money because the demand for contrac-
tors far exceeds the normal capacity. In periods of de-
pression the surge of building ceases and what work there
is, is highly competitive as to price. This general eco-
nomic factor then is the primary risk of the contractor.
General Description The building construction industry is
varied in its character and vast in its scope. It embraces
the building of homes, factories, hotels, office buildings,
stores and many other structures of varied economic impor-
tance .
A general contractor's method of doing business
can be generally summarized as follows: He obtains a con-
tract for work by submitting a bid to an architect or an
(1) F. W. Dodge Reports, 1926-1945.
(2) Department of Commerce, 194-6, Statistical Abstract
of U. S .. pp. 811-812.

owner, naming a price for which he agrees to do the work
specified. After securing the contract he arranges for the
procurement of the necessary materials and organizes his man
power and machinery to carry out the working plan. Period-
ically, as the work progresses and depending on the provi-
sions of the contract, he may submit requests for partial
payment to the architect. It is customary for the architect
representing the owner to issue a certificate of partial
completion certifying that a certain portion of the work has
been completed and that the contractor is entitled to a cer-
tain sum of money. The owner then pays the contractor from
time to time the sum specified by these certificates, usual-
ly retaining an agreed upon percentage until the completion
of the contract. Variations in each phase of the foregoing
are numerous, but this will serve as a general outline of
the typical business transaction normally participated in by
the general building contractor. Some of the variations
from this method of doing business are:
1. Naming the price
a . Lump sum
b. For each separate unit of the work
c. Expressed as cost plus fixed fee
d. Expressed as cost plus percentage of
cost
2. Part payment provisions
a. By architect certificate
b. By submitting of actual invoices and
payrolls to owner
c. Arbitrarily billing by contractor
d. On completion of Job only
e. With or without retainage

3. Miscellaneous provisions
a. Equipment to be purchased by owner
b. Rental of equipment by contractor to
Job
Present Weaknesses . It is authoritatively reported (l)
that no other Industry which approaches the size of the con-
struction industry has so distinctly identified itself by
its failure to provide adequate accounting records.
Two references to recent speeches by men expe-
rienced in the field of banking and accounting as they re-
late to the contracting industry may serve to indicate that
there may well be room for Improvement in accounting for
general building contractors.
Mr. Roy M. Abagnale, CP.A., for over twenty years
active in construction accounting said in effect in a talk
before a chapter of the National Association of Cost Ac-
countants in February, 194-6, that in his opinion poor ac-
counting systems accounted for a large number of failures in
the construction industry. He indicated that one of the
reasons for this was a lack of information and instruction
disseminated to and by the accounting profession in the mat-
ter of accounting for contractors. (2)
(1) Frank R. Walker, Practical Accounting and Cost
Keeping for Contractors , pp. 1-2. Chicago: Walker Publish-
ing Company, 1938.
(2) Roy M. Abagnale, "Accounting and Profit Determina-
tion for Construction Contractors," MACA Bulletin . (June 15,
1946).

Mr. W. L. Thompson, Vice-president of the First
National Bank of Seattle, said recently:
"The average contractor's account
is not particularly attractive to the
bankers. I think there are well-defined
reasons for this attitude. It has been
brought about by the looseness of methods
of so many men engaged in the contracting
business. I refer particularly to ac-
counting systems." (l)
Causes of Weaknesses . In order to better understand its
problems, an analysis of the reasons or causes for the ap-
parent delinquencies in accounting methods in this indus-
try may be of some assistance.
One of the basic causes for the weakness of con-
tract accounting lies in the fact that nearly all managers
(especially of the smaller companies) of construction com-
panies were originally mechanics and tradesmen and are
lacking in a knowledge of accounting and business methods.
Of course this is not universally true, nor is it true in
very many of the larger companies, but nevertheless it is
an important factor. As will be discussed later, mechan-
ical ability and knowledge of up-to-date construction meth
ods often go for naught when the contractor does not have
sound business background and especially an awareness of
the importance of his accounting records.
(l) Frank R. Walker, Practical Accounting and Cost
Keening for Contractors . Chicago: Walker Publishing Com-
pany, 1938.
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control. Because of the extended periods of time covered
by many contracts, prices of both materials and labor may,
and often do, vary from the inception to the conclusion of
the undertaking. Such things as inestimable excavation
costs, accidental equipment breakdowns, unforeseen acci-
dents to workers and to partially completed structures,
all of which are not uncommon in the industry, serve to
make accurate job cost estimation Impossible. It has been
generally agreed in construction circles that "Standard
Costs" as such are absolutely impossible to apply satis-
factorily. Although cost experience factors may be used as
a guide in estimating, each job must of necessity present
an entirely new problem in cost.
The many different types of contracts under which
builders operate present an accounting problem of some mag-
nitude. There are at least three different classes of con-
tracts commonly in use. These are the "lump-sum" contract,
the "cost-plus" contract and the "unit cost" contract.
Each one of these classes of contracts should be considered
by the accountant separately. They result in different
types of transactions, different classifications of ac-
counts and different responsibilities and liabilities which
further complicate the handling of contractor's accounts.
It has been impossible for external accountants
to accomplish any degree of uniformity in their accounting

for general building contractors because of the many varied
types of construction enterprises. At one extreme, there
are contractors in the building field who do not own so
much as a shovel. Their entire stock of equipment consists
of possibly an office, a small amount of drafting equipment
and a telephone. This type of a contractor lets out all of
the actual work to subcontractors. At the other extreme,
there are contractors who have thousands of dollars in-
vested in plant and heavy equipment . They build tremen-
dous buildings and do the entire job with equipment from
their own yard and labor from their own gang. Some con-
tractors maintain large stores of building materials and
supplies of all types while others purchase from hand to
mouth to fulfill immediate needs. Thus it can be seen that
the construction industry with its many complexities is not
an industry which lends Itself well to uniform accounting
systems. It is not an industry in which general rules can
be laid down for success in accounting. Unlike almost all
other industries,, there are few organizations which are
alike, few problems capable of mutual solution.
Factors Necessitating Sound Accounting . In addition to
competent organization, efficient engineering, and wise
use of the latest technological advances in the field of e-
quipment and construction methods, to succeed, the contrac-
tor must know his costs. This means not only a knowledge
of the cost of his work, but also a knowledge of the

amounts of continuing fixed charges which represent the cost
of his idle time. Otherwise he will not know when to take a
job and when to let his competitor have it. When a contrac-
tor makes a bid for a Job, there are many factors which he
must consider in reaching his decision. Besides having ac-
curately computed direct labor and material costs, he must
have sound information on his overhead charges both variable
and fixed. He needs to keep in mind the fact that he must
have enough contracts to keep his equipment and his men
reasonably busy year in and year out. The profits of one
undertaking are soon eaten up by the expense of caring for
equipment and maintaining an organization while waiting for
the next job to come along. A good system of accounting
and a good accountant who can act as a valuable aid in de-
ciding these problems are of immeasurable value.
Ever present financial need is another important
reason for sound accounting policies. Contracting is a
business which has always had a continuous need for short-
term loans for working capital. The obvious reason for
this is the slow and spasmodic turnover of capital as a re-
sult of the few and relatively large transactions. Unlike
other businesses that have constant sales as a daily source
of funds, the contractor oftentimes must purchase thousands
of dollars worth of materials and pay several months pay-
rolls before he is in a position to bill the owner for the
portion of the work completed. Contract arrangements for
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earlier or more frequent payments are considered desirable
terms. More often than not however, the contractor is left
with the problem of having a considerable amount of working
capital tied up in each uncompleted contract. Indeed, fi-
nancing of a building project is often one of the major
services performed by the contractor. As a matter of fact,
there are often periods of time in the business of the con-
tractor when the local bank's equity in his business ex-
ceeds his own. Thus Improper records as mentioned by Mr.
Thompson (l) would bar a contractor from this important
source of funds. It is nearly always impossible for a bank
to secure its loans to contractors with liens on the prop-
erty under construction. This is true because the contrac-
tor is usually building for some one else on their own
land. Because of this lack of security and other obvious
reasons, banks and credit agencies have long been insisting
on more adequate accounting records and statements. The
progress that has been made along these lines, can for the
most part, be credited to them. A contractor's borrowing
power being one of his most important tools, it follows
that his relations with his banker must be sound. G-ood ac-
counting is the principle method of establishing and main-
taining this relationship.
Besides original problems of bidding for Jobs
(l) See quotation on page 6.
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and financing them, a good accounting system can answer
another important need in the construction industry. The
accounting system can aid the engineer or supervisor in the
actual progress of the job. It is, or should be, consid-
ered essential for good management control that supervis-
ors be constantly in touch with the costs of each step of
their work. Daily or at least weekly figures should be
available so that Immediate corrections can be instigated
where leaks or excessive costs are apparent. One of the
greatest criticisms of all accounting has been that it
gives a report of historical facts of losses or gains after
it is too late to take the necessary action to prevent the
loss or at least minimize it. With many jobs operating in
different locations and in varying stages of completion, in
order for the general manager to keep the progress of each
job in control together with the picture as a whole, it is
apparent that a good job-cost system should be operating.
A further reason for the contractor to maintain
accurate and detailed records is his responsibility to the
owner under a "cost-plus" contract. In this type of con-
tract as will be shown later he must account for every
charge which he makes and his invoices and payrolls are con-
tinually subject to Inspection and verification by archi-
tects and other representatives of the owner. This fact
was brought out rather forcefully to some contractors during
the past few years in their dealings with the government

under "cost-plus" contracts.
Previous Work in Contract Accounting . From time to time
during the past twenty years various individual accountants
and accounting societies have published short articles or
commentaries on some particular phase of contract account-
ing. Many of these articles take cognizance of the fact
that there exists a dire need for more study, discussion,
and consideration of all phases of the subject. The Na-
tional Association of Cost Accountants have requested some
of their members from time to time to contribute, for pub-
lication in their bulletin, articles on certain aspects of
contract accounting. There have been spasmodic contribu-
tions to other pertinent periodicals such as the Journal of
Accountancy
. Cost Accountant . Certified Public Accountant .
Accounting Review , and others. Before World War II, the
New York Society of Certified Public Accountants, realizing
the need, started a series of round table conferences on
this and other subjects. The members of these conferences,
prominent accountants In the contracting field, have pub-
lished two reports to date. The American Institute of Ac-
countants, as a direct result of war contract accounting
problems, published a bulletin setting forth policies on a
few of the more important problems pertaining thereto.
There has been no work dealing with the entire contractors'
accounting set-up published since one by William A.
Affelder in 1924. Mr. Affelder is still active and in fact

took part in the New York conferences mentioned above.
Scope of this Work . After general comments on the construc-
tion industry and the mention of a few of the more important
considerations in the development of an accounting system
and correct accounting procedures, this thesis presents a
simple and flexible accounting system. An expansion of it
could make it practical for large contractors and some con-
tractions may be in order for the very small operator.
The preparation of financial statements from the
system described is discussed in detail. The system to-
gether with the methods of statement presentation was worked
out by the author after a study of several typical contrac-
tors' systems in use in Western Massachusetts.
The final section of the thesis is devoted to a
thorough discussion of the three major controversial issues
in contract accounting. All the pros and cons, various
methods and various ideas are discussed so that a study of
these pages should aid In the solution of any of the dis-
cussed problems as they relate to the Individual contrac-
tor's problems.

CHAPTER II
ACCOUNTING SYSTEM
Introduction . In order to present a complete and under-
standable discussion of contractor's accounting problems, it
will be necessary to first describe a typical contractor's
accounting system. Although some of the records and methods
of recording are similar to those used in other types of
business, such a description will be useful and necessary to
those who are not familiar with these procedures.
The various books of original entry will first be
described together with an explanation and an illustration
of their use and place in the system. The ledgers will be
discussed and the postings and sources of postings will be
outlined. The flow of accounts will be followed through the
system from the opening of a contract, through the billing
and closing and the preparation of statements.
It is necessary to point out here a fact which I
consider a prime consideration in contract accounting. A
contractor unlike the usual run of producers operates
strictly on a job contract basis. While it is true that
there are some other industries in which there are job
ahops, no others are quite like a contractor. Since the
selling price for the Job is normally fixed In advance, the
contractor must not only know his costs but he must know
them immediately, that is, daily or as near to daily as pos-
sible on each individual job. For this reason he cannot

rely on his formal accounting records to give him this in-
formation. Normally, the time sheets for each job are sent
in to the main office at the end of the week along with the
materials used report and engineer's progress report. By
the time the accounting department has recorded this infor-
mation and compared it to the progress report to attempt to
estimate whether the work is progressing at a profit or at
a loss, it is already too late to make corrections at the
Job.
In actual practice the engineer in charge of the
job studies the time sheet and materials received and used
sheets daily at the job. He knows what the various unit
cost estimates were when the contract was bid for and ac-
cepted. He must decide daily whether or not he is opera-
ting so as to make a profit. If he knows that the founda-
tion cost was figured on the basis of pouring cement at one
dollar per cubic foot and he finds that his labor and mate-
rial costs for the first one hundred feet were one hundred
and twenty-five dollars, he must immediately change his
method to stop the loss. The engineers in the construction
Industry are a sort of cost accountant in themselves because
of the very nature of their work. Thus it can be seen that
a progress cost system may not be necessary in the contrac-
tor's accounting system.
What the contractor does want from his accounting
system with regard to costs, however, is a final result

figure for each contract as well as a record of the cost of
each unit or phase of the contract so that he can use these
figures in estimating costs of future contracts on which he
may have a chance to bid. Since most construction firms
have a good many jobs in operation at once, it is obvious
that the general management cannot be in daily contact with
each one. Although the engineer is depended on to make
daily efficiency adjustments and checks, the accounting
records must give to management a correct up-to-date over-
all picture of how costs on all jobs are progressing. The
method normally used to accomplish these purposes is the
use of the contract ledger which will also be discussed in
this section.
The system which I shall describe is very flexi-
ble as any contractor's accounting system should be. As
was mentioned in the introduction, contractors have many
varied types of ventures and so must maintain a system which
is adaptable to any series of entries or accounts.
Journals . Because of the many accounts necessarily in-
volved in the accounting system, it is usually much more
convenient to use more than one book of original entry.
Many different divisions of the accounts are possible, but
in construction the following books seem to be conveniently
handled. Any name which is descriptive of what the book is
or what type of account it handles may be used.
Cash Book
. This is a columnar journal containing (see

illustration on page 28) the following columns:
Date
Explanation
Check Number
General Ledger Debit Credit
Cash Debit Credit
Bank Debit Credit
Accounts Payable Debit
Accounts Receivable.. Credit
Payroll Payable Debit Credit
Employees FOA Credit
Withholding Credit
Purchases Discount... Credit
Contract Ledger Debit Credit
Office Expense Debit
Storehouse Expense... Debit
In this book are recorded all entries involving cash or
checks received or paid. In addition, in order to expedite
the handling of the payroll accounts, a Payroll Payable ac-
count is set up when making the distribution of the labor
charges. Then when the payroll check is drawn, all of the
debit is to Payroll Payable and the credits to Bank and the
various payroll tax liability accounts.
At the end of the month the Cash Book columns are
totaled and cross-footed to see that there is an equal
amount of debits and credits. After cross-footing, the
Journal can be ruled off and the column totals posted to
the General Ledger. In addition to General Ledger postings,
the Accounts Payable and Accounts Receivable columns are
posted in detail to the customers' and creditors' individual
accounts in the Subsidiary Ledgers.
The Contract Ledger column must also be analyzed.
It must be broken down even farther than the individual

items in the column. Since the charges to the Contract
Ledger for payroll are made by total payroll, a summary of
the payroll with respect to which jobs are to be charged
with what amounts must be referred to. This summary is pre-
pared by the paymaster and is entered at the bottom of the
payroll sheet. Thus each contract receives its proper
charge for its share of the labor used each week.
Purchase Journal . The Purchase Journal handles those en-
tries which concern the incurring of an expense and a lia-
bility. The better accounting procedure is to always re-
quire a bill or voucher to be entered in this journal as a
liability before making any payments. It is this journal
that records the bill, charges it to the job or account
concerned and starts it on its way to the Accounts Payable
Ledger. When an Invoice is received by the accounting de-
partment, for example, from a lumber company, it is checked
against the material received reports of the various jobs
in order to determine what job is to be charged with the
bill. If the delivery was made directly to the job, the
quantity of lumber should check with the delivery slip from
the job. If it was delivered to the contractor's warehouse,
the accountant must check the warehouse report to verify the
delivery. Similarly, with other bills received, the inter-
nal system should be such as to provide the accountant with
a quick and accurate method of allocating charges to the va-
rious accounts. Of course, in the case of items such as
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gasoline, for example, which may be stored and issued from
the contractor's pump, the Gasoline account is charged. It
would be credited whenever a report was received from the
gas pump attendant showing what jobs or what pieces of
equipment are to be charged with the gas issued. The bal-
ance of the Gasoline account would then correspond with the
inventory of gasoline in the storage tank. All items
stored and Issued in this manner may be similarly handled.
The columns contained (see illustration on page 29) in this
book are:
This journal is footed, cross-footed, ruled and
posted monthly in the same manner as the Cash Journal. The
Accounts Payable column is posted individually to the Ac-
counts Payable Subsidiary. The Contract Ledger column is an
alyzed as it was in the Cash Journal, the various contracts
in the Contract Ledger Subsidiary being charged with the
materials and other charges pertaining to them. Another
column which must be analyzed and posted in detail to its
Date
Explanation
Invoice Number
Contract Number
General Ledger
Contract Ledger
Accounts Payable
Materials
Supplies
Office Expense
Equipment Operation and Repair
Bidding and Estimating
Storehouse
Gasoline
Miscellaneous Expense
Debit
Debit
Debit
Debit
Debit
Debit
Debit
Debit
Debit
Debit
Debit
Credit
Credit
Credit
Credit
Credit
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Subsidiary Ledger is the Equipment Operating and Maintenance
column. The information for the breaking down of these
charges to their respective items of equipment should be
entered in the Explanation column, as shown in the illus-
tration.
In way of elaboration on the function of the
G-asollne account it may be pointed out that the provisions
of the contract often affect the way in which this and
other such equipment operating expenses are charged. In
the illustration, Equipment is charged with the expense of
operation. It is possible, however, that a contract could
be written in which the owner or client would be asked to
pay a certain rental figure for the use of the equipment
and, in addition, to pay for the costs of actual operation
of the machine. Since the rental charge would be corres-
pondingly less, it would be incorrect to charge the equip-
ment with the operating cost. The correct procedure would
be to charge the gasoline and other operating charges di-
rectly to the Contract Ledger since they are legitimate di-
rect expenses per the contract.
Sales Journal . This journal accounts for only income from
billings on contracts or billings from special services. It
can very conveniently be combined with a billing register or
even a billing machine if one is used in the accounting set-
up. The principle is this: at the time the bill is made out
and mailed, a duplicate is made out, numbered and filed in a
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loose-leaf book. Monthly or periodically, summaries of
these bills are prepared and entered on a separate sheet in
this book. Postings are made from this summary to the Gen-
eral Ledger Control accounts. The detail of the entries is
posted to the pertinent Subsidiary Ledgers. The entry sum-
mary is normally as follows:
Debit ... Accounts Receivable
Debit . . . Accounts Receivable Retained
Credit . . . Contract Ledger
The Accounts Receivable Subsidiary receives the detail
postings of the various customers to whom the bills were
sent. The Contract Ledger Subsidiary receives the credits
to the individual job for which the billing was made.
Occasionally other accounts than Contract Ledger
will be credited in this summary. For example, if the con-
tractor should rent equipment to an outsider for whom no
work is being done on contract, the revenue earned would
not be credited to the Contract Ledger but to Income from
Rental of Equipment and posted to the individual equipment
account in the Equipment Expense and Income Ledger so as to
give that particular item of equipment credit for the in-
come it earned.
It will be noted that there is no account for
Sales as such, all income from contracts being credited di-
rectly against costs which have been charged in the Contract
Ledger.
General Journal
. An additional columnar Journal is used in

which to charge the various contracts with charges not in-
curred through invoices, payrolls, or other direct sources.
The charges handled in this journal are:
Overhead
Workmen's Compensation
Equipment Rental
The journal as Illustrated on page 30 contains
the following columns:
General Ledger Debit Credit
Contract Ledger Debit Credit
Overhead charged to jobs Credit
Workmen's Compensation
charged to jobs Credit
Equipment Rentals Credit
Profit and Loss on Contracts. Credit
There is also an additional column for each item of equip-
ment for which there is a separate page maintained in the
Subsidiary Ledger.
At the time the job charges for Workmen's Com-
pensation, Overhead and Equipment Rentals are computed by
the accountant, the Contract Ledger is debited and the ac-
count representing the source of the entry is credited.
This like the preceding journals is self-balancing
and is posted in total to the General Ledger. The Contract
Ledger column is posted in detail and the individual columns
for Equipment Rentals are posted to the Equipment Expense
and Income Subsidiary.
In all of the columnar journals heretofore des-
cribed it is of course necessary to disregard the total of
the G-eneral Ledger column in anything but the cross-footing
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computation. The individual items in this column must be
posted directly to their respective account in the G-eneral
Ledger.
Illustration . In order to properly describe and explain the
use of the Cash, Purchase, and G-eneral Journals properly a
set of sample entries is presented. These entries are a
few typical entries which would occur in normal operations
of a contractor. They deal mainly with items affecting one
contract later referred to as Contract #99* The contract
cost is estimated, the job is bid on, awarded, costs are in-
curred, bills sent out and so forth, until the end of the
accounting period. The Contract #99 is incomplete at the
end of the period. This illustration is meant to explain
the use of the journals only. The ledgers to which the col-
umn totals in the various journals are posted as previously
outlined are the subject of the following section.
The explanation of the entries made are numbered
in chronological order and the letter after the number in-
dicates in which journal the entry is recorded. The letters
c
M
,
"p"
, and "g" represent the Cash, Purchases, and G-eneral
Journals
.
Id . To record the cost of preparation of the es-
timate on a job. (This figure cannot be charged to any con-
tract because it is not known at this time that the contract
will ever be engaged in.) Normally the estimating and bid-
ding cost is taken care of by the blanket charge of overhead.

ESTIMATE
W. J . Smith Building Estimate
24
Site Preparation:
Labor $ 400.00 |
Bulldozer—4 hours 80.00 480.00
Foundation:
Labor 1,800.00
Bulldozer—16 hours 320.00
Cement 1,000.00
Lumber 200.00
Supplies 100.00 3,420.00
Main Floor:
Labor 3,300.00
Cement 900.00
Subcontractor Jones—Steelwork. 1,400.00
Lumber 4,600.00
Hardware 800.00 11,000.00
Equipment Rentals:
Trucks— 80 hours 400.00
Crane—10 hours 250.00
Supplies 1,200.00 1,850.00
Roof:
Labor 800.00
Shingles 1,000.00
Lumber 1,200.00 3,000.00
Workmen's Compensation 400.00
Payroll Taxes 250.00
Overhead-
-15/£ 5.060.00
S 25.460.00
Bid submitted $ 25,000.00
Signed: R. K. Atlas. President
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For this reason it is never charged directly to the job even
after the job is obtained.
2c. To record receipt of deposit from subcon-
tractor. (Before submitting the bid to the client, the con-
tractor asks the subcontractor, whom he is depending on, to
submit a deposit to guarantee his part in the contract.)
5c . To record contractor's deposit to client on
the bid.
We will assume that the contract has been awarded
the contractor. No entries are made at the time of the a-
ward. A page for the contract is made up and inserted in
the Contract Ledger, (as illustrated on page 35) • The num-
ber assigned is 99 • The contract prescribes that the owner
may be billed once during the process of the job at the
time the job is approximately half completed, that is, on
December 31 • The contract is to be completed by February 1.
Work is to be started December 1. There is to be a 10% re-
tainage. An architect's certificate will serve as basis
for the Interim payment. Final billing may be made ten days
after completion.
4c . To record Payroll Payable for period ending
December 15, and show the breakdown of the labor charges.
We will assume that our contractor has a large number of con-
tracts in progress. A summary of the charges to the various
jobs for the labor costs is made at the bottom of the pay-
roll sheet by the paymaster or timekeeper in this manner:

Payroll Summary
Period ending December 15
Charge Account Amount
Contract #91 $ 431.00
#92 502.00
#96 819.00
#98 2,100.00
#99 3,000.00
#101 400.00
Office Expense 300.00
Officers' Salaries 1,0C0.00
Storehouse Expense 400.00
#1 Crane Repair 48.00
Total $ 9 .000. 00"
To charge various contracts with rentals for
use of equipment. (The Information for this breakdown is
also obtained from the payroll record.) The timekeeper is
required to show equipment operators' idle time, operating
time and repair time. Equipment is charged for the repair
time as in the previous entry, operating time is used to
compute the rental charge, and the idle time of the opera-
tor is charged to the job as it is assumed that he will be
put to some other type of work on the Job while his machine
is idle.
6p_. To record receipt of various invoices and
charge them to the proper Jobs. (Information for these
charges is obtained from Job reports and from storehouse re-
ports of materials receipts and deliveries.)
a. Atlas Lumber Company - lumber
b. Ajaz Brick Company - bricks
c. Brown Contractors Supplies -
Miscellaneous supplies and shingles

d. Towle Office Supply - Office supplies
e. Leo's Garage - Equipment repair #1 Crane
f. Cross Concrete Company - cement and
mortar
7c . To record the payment of the payroll.
8c,. To replenish the Petty Cash fund.
£p_. To record bill from subcontractor.
IOtd . To charge jobs with material drawn from
storehouse
•
lip . To record receipt of bill for Workmen's
Compensation Insurance.
12o . To record bill for gasoline delivered to
contractor's pump.
15c . To pay two of the accounts payable.
l4o . To charge Equipment with gas used as per gas
attendant ' s report
.
15c . To record payroll for period ending December
31, of which $2,000 was allocable to Contract #99.
16c . To pay payroll.
On December 31, the arthitect authorizes a billing
of $12,000. From this is first deducted the retainage of
10%, and a bill for $10,800 is sent out to the owner. A
copy is retained in the billing register. This billing will
go to the General Ledger through the monthly summary posting
But it may go to the Subsidiary Ledgers concerned at any
time that it is convenient for the bookkeeper to post. The
detailed posting of this entry to the Subsidiary Ledgers
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A Bi C CONSTRUCTION COMPANY
Sample Cash Journal Page
Check
Date Explanation
-jf General Ledger
Dr Cr
7
8
13
15
16
17
Deposit from Jones $
Deposit on Bid-Smith
Payroll 12/15
Officer's Sal.
Equip Main $1Crane
Petty Cash - Misc Exp
#1 ¥rane
Atlas Lumber Co
Ajax Brick Co
Payroll 12/31
W. J. Smith pay't
200
1000
1+8
21
19
1000
Cash
Dr Cr
Bank
Dr Cr
$2288
$100 $100 $100 $100
10800 10800
$200
8210
70
2hl5
1500
7765
Accts Accts
Payable Pec
.
Dr Cr
With- store
Payroll Employ- hold Purchase Contract Office House
Payable ees FOA ing Tax Discount Ledger Expense Expense
Dr Cr Cr Cr Cr Dr Cr Dr Dr
$2500
1500
$9000
§9000
8500
8500
190
P100 f 10900 110900 #20220"
$10300 85
$1+000 110800 $17500 $17500 53175
I700
650
125
17252
6800
IT350 WB iri+o^r
$300 11+00
20
300
10
1+00
:|8 620 $ 810
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ABC CONSTRUCTION COMPANY
Sample Purchase Journal Page
Date Explanation
In- Con- Accts.
voice tract General Ledger Contract Ledger Pay. Materials
Dr Cr Dr Cr Cr Dr Cr
Equip Bidding
Oper.a & Esti- Storehouse
Supplies Off.Exp Repair mating
Dr Dr Dr Dr Dr
Gasoline
Dr
1 Engr. Travel Exp 1 # 50
6a Atlas Lumber Co 2 99 |2000 2500
6B Ajax Brick Co
92 500
3 1500
6c Brown Conb Sup h 3200
6D Towle Off Sup 5 30
6E Leo's Gar^lCrane 6 100
oF Cross Concrete Co7 99 1000 1900
9 WP Jones 8 99 $900 700 700
10 101 99 200
11 Mut Ins Co WC Ins 9 900
12 Std Oil Co 19 200
lU #1 Truck 102
=#2 Truck 102
$1500
130
900
$100
$200
20.
30
Cr
$20
30
:|900 >iio5o .,1+100 2~x) 11500 $30 $150 150 $200 $50

ABC CONSTRUCTION COMPANY
Sample General Journal Page
Overhead Work Comp
Con- General Contract charged charged Equip. P & L on
~fl Steam
Date Explanation tract Ledger Ledger to jobs to jobs Rentals Contracts #1 Crane #2 Crane Crane Shovel §1 Truck #2 Truck
Dr Cr Dr Cr Cr Cr Cr Cr Cr Cr Cr Cr Cr Cr
Janl5 Equi'j Report
12/15A7
96
98
99
101
200
300
100
25
$200
$100
25
100 $100
$650 $100 $ 25 $100 |200 $125 $100

would of course be a debit to the customer's account and a
credit to Contract #99 in the Contract Ledger.
17c . To record receipt of payment of billing.
The journals are totaled and ruled at the end of
the period as in the illustration. It will be noted also
that the cross-footing reveals an equal sum of debits and
credits. A summary of the billing register as previously
mentioned is prepared and the journals are ready for post-
ing.
Ledgers. The number of Subsidiary Ledgers that are kept
will depend largely, of course, on the nature of the par-
ticular contractor's business, especially as it relates to
volume of customers being serviced at any one time, number
of items of equipment in use and being rented to Jobs, num-
ber of contracts undertaken, and so forth. For the aver-
age-size contractor, the following ledgers in support of
the G-eneral Ledger seem to be desirable:
1. Accounts Receivable Ledger
2. Accounts Payable Ledger
3« Contract Ledger
4. Equipment Income and Expense Ledger
The first two are used in nearly every mercantile
business and are no different in contracting. Pages are
kept for each customer in the one and for each creditor in
the other and postings are made in detail from the columns
of the various journals as previously discussed. These two
Subsidiary Ledgers are proved monthly against their respect
ive control accounts in the General Ledger.

The Contract Ledger * The Contract Ledger is one which is
peculiar to the industry. In it, a page is set up for each
contract undertaken. Information of a descriptive nature
is entered at the top of the page as an aid or a guide to
the accountant. In general, all charges billable to the
client and logically allocable to the individual contracts
are charged to the Contract Ledger. Likewise all income
from contracts is credited to this ledger. A suggested
columnar ledger page is shown in the illustration on page
35. The postings to the total column of the debit side of
the individual pages should be made from the Journal col-
umn detail but the columnar breakdown called for in the
Contract Ledger must be made from the invoice, payroll or
voucher. The detail of the summary credit in the Billing
Register is obtained from an analysis of the actual bills
sent out during the month.
The total debits to the Contract Ledger account
represent the cost of the contract and the total credits
represent the amount that has been billed out to the custom-
er. Any returns or allowances allowed the customer are en-
tered as red debits so as to preserve the true position of
these two figures.
The source of the charges for material, labor and
equipment rental are obvious, but the method in determining
the charge for Overhead and Workmen's Compensation Insurance
may well necessitate some elaboration. A discussion of the
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function of these accounts together with a method of com-
puting the proper charge is contained in the section on
Profit and Loss Statements. Both of these accounts appear
in the Income Section of that statement. The transactions
on pages 23, 25, 26, 27 and 31 used to illustrate the prop-
er manner of recording journal entries have been posted to
a sample Contract Ledger sheet on page 35. At December 31,
the close of the accounting period, this particular con-
tract remained incomplete. At that time, therefore, the
figures as they then stood on the page would be used in the
preparation of the Statement of Uncompleted Contracts. The
cost incurred to date for that statement would be $9,290
and the amount billed to date would be $12,000.
In order to illustrate how these Contract Ledger
pages are eventually closed out and removed from the book,
a few additional transactions for the month of January to
complete the contract have been posted to the illustrative
ledger sheet. All these transactions are in respect to Con-
tract #99.
18c Payroll charged to the job $ 1,000.00
19g Equipment rentals 700.00
20p Lumber invoices received 3,700.00
21p Cement invoices received 900.00
22p Supplies and Hardware Invoices re-
ceived 1,000.00
23p Storehouse report issued to Job 99
lumber 200.00
supplies 800.00
shingles 1,000.00
24p Subcontractor's bill received 700.00
25g Workmen 1 s Compensation Insurance
charged to job 425.00
26g Overhead charged to job— 15$ 2,975.00
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All these items would, of course, be entered to the proper .
columns of the respective Journals, the charge in each case
being to the Contract Ledger.
At the conclusion of the contract, all journal en-
tries pertaining to Contract #99 would be posted up-to-date
to the page in the Subsidiary Ledger. The accountant would
estimate item 25 and compute item 26 based on a percentage
of cost. The final billing of #13,000 is made and posted to
the Subsidiary Ledger page as well.
Since the total charges to the account (see il-
lustration page 35) are §22,690 and the total credits are
|25,000, the amount of $2,310 is the profit on this con-
tract. The entry to close out the contract page and reflect
the income is:
Debit ... Contract Ledger.. $ 2,310.00
Credit ... Profit on Completed
Contracts #2,310.00
This entry is made in the G-eneral Journal. It will be re-
flected in the G-eneral Ledger at the end of the month as a
part of the column totals and in the Contract Ledger as soon
as the detail of that column in the G-eneral Journal is
posted to the Contract Ledger.
Sometime after the close of the contract, the page
may be removed and filed as a permanent record of the trans-
action. The information contained on the page is a valuable
record for use in making future bids. The journal references
in the folio column may be used if it is necessary to refer

ABA CONSTRUCTION COMPANY
Sample Contract Ledger
Contract 99
Contract Price $25,000 Date Start - December 1, I9I46 Retainage 10$
Estimated Cost $23 ,1+60 Date Finish February 1, I9I+7 Engineer in Charge - Brown
Equipment Other Sub Debit Credit
Date Explanation Folio Labor Rentals Overhead Lumber Cement Material Contractor Toiial Date Explanation Folio Total
Dec Payroll, Dec. 15, 19^6 h $3,000 $3,000 12/31 Billing #63 $12,000
5 $390 3,390 1/28 Billing 391 13,000
6A $2,000
6f $1,000
9 $700
10 $200
15 2,000
Jan 18 1,000
19 700
20 3,700
21 900
22 1000
23 200 1800
Workmens Compensation 2l+ $lj25
25 700
Overhead - Ijf* 2975
To-Pro fit on Com-
pleted Contracts
8
1
5,390
0,590
7,090
7,290
9,290
10,290
10,990
lit,690
15,590
16,590
18,590
19,015
19,715
22,690
2,310
$6,000 $1,090 $3,Uoo $5,900 $1,900 $3,000 $1,14.00
$ 25,000 $25,000
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back to the original invoice or voucher for further infor-
mation.
Equipment Income and Expense Ledger The Equipment Income
and Expense Ledger contains a page for each unit of equip-
ment large enough to warrant separate rental or separate
accounting. The individual charges are posted in detail
from the column in the Gash and in the Purchase Journals.
The credits from the G-eneral Journal are posted in detail
from the column and later depreciation is charged to the
accounts. The entry for depreciation should be made in the
General Ledger column of the G-eneral Journal.
The balance of each page of this Subsidiary at
the close of the period will reflect the results of the op-
eration of that piece of equipment for the period. This
ledger is the only ledger that is completely closed at the
end of the accounting period. When the controlling account
in the G-eneral Ledger is closed to Profit and Loss Summary
and is reflected in the income for the period, the Subsid-
iary Ledger is likewise closed. The total of the debits and
credits and even certain detail of the debits is used in the
preparation of the Statement of Income and Expense which is
prepared as a supporting statement to the Profit and Loss
Statement as will be discussed later.
General Ledger . The General Ledger would contain the fol-
lowing accounts:
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Assets -
Cash
Bank
Securities
Notes Receivable
Accounts Receivable
Accounts Receivable Retained
Deposits on Bids
Materials Inventory
Gas and Other Supply Accounts
Land and Buildings
Furniture and Fixtures
Equipment
Trucks and Autos
Contract Ledger
Liabilities -
Notes Payable
Accounts Payable
Accruals
Fixed Liabilities (Mortgages, etc.)
Due to Subcontractors
Reserves -
Reserve for Bad Debts
Reserve for Depreciation
Other Reserves (such as contingency, future losses,
etc
.
)
Expenses -
Employer's Federal Old Age
Unemployment Compensation Insurance
Workmen s Compensation Insurance
Office Expense
Storehouse Operation
Supplies Used (not chargeable to contracts)
Bidding and Estimating
Miscellaneous Expense
Officers' Salaries
Income -
Profit on Completed Contracts
Equipment Income and Expense Account
Workmen's Compensation Charged to Jobs
Overhead Charged to Jobs
Purchases Discount
Profit and Loss Summary -

Net Worth -
Common Stock
Preferred Stock
Earned Surplus
Capital Surplus
Treasury Stock
If at the end of the period all of the completed
contracts have been closed into the Profit on Completed
Contracts account, all that is necessary is to make the
normal adjusting entries to provide for Accruals, Prepaid
Items, Inventory Adjustments, and so forth, and then close
all Income and Expense accounts to Profit and Loss Summary*
No particular difficulties are encountered if it
is desired to take up profits on some of the uncompleted
contracts. After the profit to be taken up is computed
(see Chapter VI), the Contract Ledger Control is debited
and Profit and Loss Summary credited for the desired
amount. Later, in the next fiscal period, when the con-
tract is completed, the profit to be closed to Profit on
Completed Contracts will be smaller by the amount of the
profit already taken into Profit and Loss at the previous
closing.
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CHAPTER III
FINANCIAL STATEMENTS
Introduction , The discussion in the previous chapter pre-
sented a method of gathering the accounting information,
classifying and recording it and posting it to the General
Ledger accounts. The accounts in the General Ledger can
best be discussed and explained with respect to their po-
sition and effect on the Balance Sheet and the Statement of
Profit and Loss. Many of the accounts listed on pages 37
and 38 do not need further explanation. For example, the
Net Worth accounts and the Bad Debt and Depreciation Re-
serves are operated exactly as they would be in any mercan-
tile corporation. This chapter, therefore, will discuss
those accounts which appear on the various statements
which involve problems pertaining to contracting and will
give only cursory treatment to the others. Page 40 con-
tains a recommended form for a Balance Sheet, page 49 con-
tains a recommended Statement of Profit and Loss.
Balance Sheet . The Balance Sheet should be presented with
at least one supporting exhibit. That is a Statement of
Uncompleted Contracts. An illustration of this exhibit to-
gether with a discussion of its function and preparation is
included in subsequent pages. Other supplementary exhibits
which may be included but which are not peculiar to the con
struction industry are Statement of Surplus, Exhibit of
Fixed Assets, Accounts Receivable Abstract, Accounts

ABC CONSTRUCTION COMPANY
BALANCE SHEET
As at December 31, I9I+6
ASSETS
Current Assets:
Cash on Hand and in Bank
Marketable Securities (at cost)
Notes Receivable
Accounts Receivable:
On Completed Contracts
On Uncompleted Contracts
Retainage, due on completion of contracts
Due from Employees and Others
Less : Reserve for Bad Debts
Uncompleted Contracts - Costs not yet billed (Schedule l)
Materials in Storehouse
Deposits on Bids
Other Accrued Receivables
| 8,000
2l+,000
5,000
500
i,l+oo §38,900
1,000
ti5,ooo
6,000
37,900
12,100
5,000
1,000
500
Total Current Assets $77,500
Fixed Assets:
Land
Buildings
Heavy Machinery
Tools and Small Equipment
Trucks and Autos
Furniture and Fixtures
Cost
110,000
1+0,000
56,000
8,500
13,500
1,200
$129,200
Res. for
Deprec
.
23,000
29,000
2,300
8,100
1,050
$63,1+50
Net
Value
10,000
H7,ooo
27,000
6,200
5,1+00
150
$65,750
Total Fixed Assets 65,750
TOTAL ASSETS
LIABILITIES AND NET TOREK
Current Liabilities:
Notes Payable
Accounts Payable
Due to Subcontractors
Accruals
Advance Billings on Uncompleted Contracts (Schedule l)
Total Current Liabilities
$15,000
18,290
6,000
2,500
11,810
$11+3,250
151,600
Capital and Surplus:
Common Stock (1000 shares no par value)
Surplus
Total Capital and Surplus
TOTAL LIABILITIES AND NET "WORTH
85,000
6,650
91,650
$12+3,250
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Payable Abstract, and so forth.
Cash on Hand and In Bank . If the desirable practice of de-
positing the exact amount of cash receipts on the day re-
ceived is followed, the cash balance should consist of only
the amount of Petty Cash. The bank account is usually com-
bined with this figure and the Balance Sheet title is Cash
on hand and in Bank.
Investments and Marketable Securities . Occasionally a con-
tractor will accept as payment for all or part of a con-
tract, especially when the work is done for a newly organ-
ized corporation, some of the corporation's stock. The cri-
terion for the classification of this type of Stock in the
Balance Sheet is the intention of the management with re-
gard to it and also its salabillty in the securities mar-
ket. If the company is a new one, with no listing on a
stock exchange, the stock should be shown in other than the
current asset section and possibly a reserve for loss on
such stock should be set up out of current revenues or at
least our of Surplus. The acceptance of the stock may have
been desirable from the point of view of the contractor or
it may have been accepted as an only means of settlement
of an otherwise uncollectible account. If the latter is
so, this fact should be definitely reflected in some manner
in the statement. If the security acquired has a ready
market and is being held merely as a place for excess cash,
it can logically be shown with current assets. Fluctuations

of market value should be reflected only in parentheses or
footnotes unless they represent large losses which may not
be recouped. In such event a charge-off to Earned Surplus
would be indicated.
Accounts Receivable . Accounts Receivable should be re-
stricted to only trade accounts. The figures should rep-
resent only the actual amount billed to the client. Bil-
lings are not or at least should not be made and entered
on the books as receivables unless under the terms of the
contract, the person billed is actually liable for payment
of that amount at that time. Other creditors' accounts
such as employees, officers of the corporation, and so
forth should be properly segregated and clearly defined.
Retained Percentage . As billing of a job progresses
throughout the duration of the contract, there is usually
an amount which is withheld or deducted from the billing.
This amount is a percentage usually specified in the con-
tract as 10% and might be called the contractor's "satis-
factory completion guarantee." When the architect sub-
mits his certificate of partial completion to the contrac-
tor with the amount that he is then authorized to bill,
the contractor by the terms of the contract must deduct 10%
(or whatever per cent is specified) of this amount from his
actual billing. Retained percentage might actually be con-
sidered a receivable but it is not collectible as a trade
receivable because it is not due until the completion and

satisfactory acceptance of the work. Retained percentages
may be shown as separate current assets providing the con-
tract is to be completed within one year. If the contract
is longer than that, the amount retained must be shown with
other than current assets as it cannot possibly be turned
into cash within what is considered the current period.
The retained percentage account comes into being at the
time of the actual billing. When the Contract Ledger is
credited for the amount of the bill, Accounts Receivable
Retained is debited for the amount of 10% of the actual
bill sent. Following is the entry used in the summary of
the Sales Journal:
Debit ... Accounts Receivable—L. Adams $1, 350.00
Accounts Receivable Retained 150.00
Credit ... Contract Ledger #18 $1,500.00
Deposits on Bids . Contractors are usually required to ac-
company all of the bids which they submit to prospective
clients with a deposit. The purpose of the deposit is to
show the good faith of the contractor and to certify his
Intention of performing the work at the offered price. If
for some reason his bid is accepted and he does not wish
to go through with the contract for one reason or another
he automatically forfeits his deposit. Because of the
slightly different status of this account from other trade
receivables, it is usually listed separately as a current
asset. If for any reason it is forfeited, it should be
charged-off to the operations of the period in which the
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forfeiture occurred.
Contract Ledger Account * The treatment of this account in
the Balance Sheet is one of the most controversial points
in Financial Statement presentation. In the first place,
the account can just as easily be a credit as a debit bal-
ance. It may also be presented either as a net figure or
the debit may be shown separately from the credit. The ac-
count may or may not include profits on uncompleted con-
tracts. A discussion of the methods of presenting this
account must necessarily take all these possibilities into
consideration.
1 . Debit balance without unrealized profit .
This figure represents the excess of costs incurred on
contracts in progress over the amounts billed to customers.
Some accountants elect to show this net figure as a cur-
rent asset claiming that it represents an amount equiva-
lent to work in process at cost. This is not entirely
true. The balance is actually made up of the net of many
smaller individual contract balances some of which are deb-
it and some credit. In the light of this fact, some ac-
countants would show the total of the accounts with debit
balances as a current asset equivalent to work in process
inventory and the total of the accounts with credit balances
as a current liability. This liability would represent ad-
vanced billings in excess of costs. Since the credit bal-
ances are actually amounts authorized to be billed by the

45
owners' architects, there is one field of thought which sup-
ports showing this total as a deferred credit as it is a
sort of advance income account and as such cannot be called
a current liability. It should be stressed here that any
use of the total of the debits and the total of the credits
of the Contract Ledger account other than as net would be
definitely misleading. As can be seen from the entries to
this account, many of the amounts represent costs and bil-
lings which have long since been closed out. These closed
contract figures have no place in the Balance Sheet as
they represent completed transactions which have already
been closed to Profit and Loss. There is also little sup-
port for the theory that the balance of the account should
be shown outside the classification of current assets.
The correct solution would seem to be that since each con-
tract is a separate deal in itself, the account balances
should be handled individually. Offsetting total credits
with total debits fails to report the full story especially
insofar as the liability for the advanced billings are con-
cerned. This solution is illustrated on page 46.
2. Credit balance without unrealized profit .
The same reasoning applies to this situation as applies to
number one except of course that if the balance is shown
net, it is shown as a current liability or by some accoun-
tants as a red debit.
3 • Debit or credit balance with unrealized

SCHEDULE #1
Statement of Uncompleted Contracts
Contract
Name
or No.
Bid
Price
Cost
to
Date
Billed
to
Date
Balance
Dr. Cr.
91 $ 18,000 $ 6,000 I 8,000 $ $ 2,000
92 25,000 2,000 2,000
96 100,000 91,000 95,000 4,000
98 16,000 10,000 10,000
99 25,000 9,290 12,000 2,710
101 50,000 20,000 20,000
103 35,000 19,100 19,000 100
104 5.000 1.900 5.000 3.100
$274, 000 1159,290 $159,000
Excess of Cost over Billings $12,100
Advance Billings $11,810
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-profits taken up . The fact that the debit side of the Con-
tract Ledger contains an amount which represents unrealized
profits may well require a change in the classification of
the asset. It is similar to an inventory valued at selling
price in one respect. Some accountants feel that at least
a Surplus Reserve should be set up against this amount in
the interest of conservatism. The many aspects of account-
ing for unrealized profits are discussed in Chapter V.
Materials and Supplies . The balance of the various materi-
al and supply accounts are verified annually by actual in-
ventory and are classified as current in the Balance Sheet.
Fixed Assets . For purposes of analysis and/or rental or
usage grouping, fixed assets are often broken down into
Land, Buildings, Heavy Machinery and Equipment, Tools and
Small Equipment, Trucks and Autos and Furniture and Fix-
tures. Recommendation for presentation of these assets
with their respective depreciation reserves in table form
is illustrated in the sample Balance Sheet.
Liabilities . It is considered proper to distinguish be-
tween trade creditors and accounts payable to subcontrac-
tors. Also occasionally there may be deposits received on
subcontractors' bids. These should be segregated as should
the various accrued items. Fixed Liabilities are handled
the same as in any business.
Reserve for Unrealized Profits . This account appears when
the profit on uncompleted contracts is taken into the

Contract Ledger and instead of Profit and Loss Summary "be-
ing credited, the Reserve for Unrealized Profits is credit-
ed. This entry is made by some accountants as an arbitrary
solution to the problem of profits on uncompleted con-
tracts. The result is to reflect the profit in the cur-
rent asset and to offset it by a Reserve account rather
than putting it through Profit and Loss. At the time the
contract so handled is closed out and completed, the Re-
serve is closed into Profit and Loss Summary as well as
the remaining credit balance in the Contract Ledger.
Statement of Profit and Loss . The Profit and Loss State-
ment as presented on page 49 should be supported by at
least two schedules. These are, Profit on Completed Con-
tracts and Profit and Loss on Equipment Rental. An il-
lustration of each of these exhibits follows the State-
ment of Profit and Loss.
Profit on Completed Contracts . This is the first item
which appears in the Statement of Profit and Loss. It is
the total result of all the closings from the Contract
Ledger during the period.
Normally, Profit and Loss statements begin with
the total sales figure. This figure is important as an
indicator of volume of business. It is used to evaluate
the operating efficiency. Percentage of Profit to Sales is
one of the key ratios used by analysts in judging a busi-
ness. Variations in the figure from year to year may

ABC CONSTRUCTION COMPANY
Statement of Profit and Loss
for year ending December 31, 194-6
Profit on Completed Contracts (Schedule #2) #49,000
Add:
Income from Equipment Rentals
(Schedule #3) #14,000
Overhead Charged to Contracts 9,000
Workmen's Compensation Insurance
Charged to Contracts 6.000 29.000
G-ross Income $78,000
Deduct
:
Administrative Expenses #18,000
Estimating and Bidding 3,000
Property and Expense Taxes 5,000
Supplies Used 4,000
Selling Expenses 13,000
Depreciation of Building 1,000
Depreciation of Furniture and
Fixtures 150
Workmen's Compensation Insurance 6,100
Employees' Bonuses 5.750
Total Expenses 58 . 000
Net Profit on Operations &20.000
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ABC CONSTRUCTION COMPANY
Schedule #2
Profit on Completed Contracts
for year ending December 31, 194-6
Contract Name or No. Billed Cost Profit
#13 I 25,000 $ 19,000 $ 6,000
#15 100,000 83,000 17,000
#16 125,000 102,000 23,000
#17 15,000 10,000 5.000
Profit on Completed Contracts $51,000
Loss
#22 14,000 15,500 $ 1,500
.#25 5,000 5,500 500
Loss on Completed Contracts 2 . 00C
Net Profit on Completed Contracts 149.000
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ABC CONSTRUCTION COMPANY
Schedule $ 3
PROFIT AND LOSS ON EQUIPMENT RENTAL
For year ended December 31 » 191+6
Total Possible Number of Hours Percent of
Description Operation Repairs Depreciation Taxes Other Total Income Profit Loss Working Hours Billed Out Capacity Used
#1 Crane 1,200 § 500 % 1,800 $ 60 $ 120 $3,680 $8,000 $4,320 # 21+00 2310 96
#2 Crane 1,100 1,800 65 100 k.hi5 8,000 3,585 2350 2000 85
#1 Steam Shovel 1,800 6oo 2,000 85 90 u,575 9,500 3,925 21+10 2390 99
f6 Truck 600 20 600 30 80 1,390 2,500 1,170 21+00 2000 83
#7 Truck 500 30 600 25 60 1,215 2,500 1,285 21+00 1900 80
Scaper 900 150 200 6 180 1,1+36 1,031 405 21+00 1600 67
#3 Tractor 300 Uo 500 2k 20 881+ 1,004 120 21+00 1700 71
v 14,1+05 &J+05
Profit on Equipment Rental I 14,000

indicate a trend of increasing or decreasing sales volume.
But many contractors' accounts and statements do not show
this figure.
The accounting thought behind this presentation
is basically this: the gross sales figure is not only un-
important but misleading in the construction business. Be-
cause of the nature of the business, the sales figure can-
not be used as any criterion of volume of business or of
expected profit. When a general building contractor un-
dertakes a contract he immediately "farms out" varying
percentages of the entire Job to subcontractors. It is
usually impossible for the contractor to make any profit
at all on his dealings with the subcontractor. He uses
him where he is either unable to do the work or where he
knows that the subcontractor can do it for him at less
cost than if he did it himself. When the finished job is
billed to the client, the billing includes all of the ex-
act amounts billed to the contractor by the subcontractor.
Thus we can see that the total billing on completed con-
tracts for the year would be a misleading figure. It
would include figures for work which the general contrac-
tor never intended to do or perhaps could not have done
because of lack of facilities. Since the contractor earns
a profit usually on only that part of the work performed
by him, the relation of the net profit to the gross sales
would be a meaningless percentage.

This factor in no way vindicates the failure to
show a more informative source of income figure. The sup-
plement required to explain the absence of the sales fig-
ure would be a "Statement of Profit on Completed Contracts.
This statement provides an adequate substitute for the un-
availability of an accurate sales figure. It is illus-
trated on page 50.
Profit or Loss on Equipment Rentals . It is normal for all
businesses having one principal activity or source of in-
come to deal with it in the main body of the Profit and
Loss Statement and then show receipts and expenditures in
connection with ancillary activities after arriving at a
"Profit from Operations" figure. Such is not the case in
the statement of a General Building Contractor. He has
Income accounts which are neither earned directly under
any specific contract nor earned 3n connection with an en-
tirely different operation. One of these Income accounts
is from Equipment Rentals the accounting for which is the
subject of another chapter. It will be necessary here on-
ly to discuss the handling of the income or expense re-
sulting from the contractors dealing with equipment in
the Profit and Loss Statement. There are good reasons for
showing Income from Equipment Rentals in the initial in-
come section of the Profit and Loss Statement. The figure
is an important one and should be closely watched. Its re-
lation to the profit on contracts figure above it is

sometimes important. Often contractors in considering bid-
ding on certain jobs give much weight to the use of their
equipment. Idle equipment is a loss. Sometimes jobs are
taken at figures which will result in a loss simply to keep
expensive equipment operating and thereby contributing par-
tially at least to its overhead. Shrewd contractors watch
this account closely and realize its significance. Froper
handling and maintenance of equipment is reflected in this
account. But most important of all, the use of the equip-
ment in terms of operating efficiency is shown.
Some accountants place Income from Equipment
Rentals in the section for ancillary revenues. This prac-
tice can very seldom be supported. The income is produced
in direct connection with the principal operation of the
contractor and is a separate figure only because of the
nature of the contractor* s accounts and because of the im-
portance of keeping it separate. The figure shown should
be the net debit or credit balance of the Equipment Income
and Expense account after all charges have been posted to
it as illustrated in the exhibit on page 51
•
Workmen's Corn-pensation Insurance . There are a few charges
which the contractor must necessarily make to the client
when rendering a final billing which are not known at the
time. One of these is for Workmen's Compensation Insur-
ance. The law requires that all workmen be insured while
they are working to cover certain occupational accidents
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and so forth. This insurance expense is of course passed
along to the ultimate consumer as are all other charges.
Most large contractors insure their entire working crew
with one insurance company and make blanket premium pay-
ments periodically depending on the size of their payroll.
The method used by the insurance company to determine the
premium due is to audit the payroll periodically. Certain
types of occupations have different premium rates because
of their varied risks. The insurance company is not in-
terested in which Job the man is working on but rather in
what he is doing. Premiums are correspondingly billed by
total payroll without regard to job. The only way that
the contractor can be reimbursed for the premiums is for
him to estimate the amount of insurance required for the
various lobs. The accounting department can compute this
figure accurately by using the past rates and applying
them to the estimated amounts of each type of labor to be
used on the Job. When the contract is charged with the
amount of insurance, the account Workmen's Compensation
Charged to Jobs is credited. It is the total of this ac-
count that appears in the income section of the Statement
of Profit and Loss. The bills for premiums received from
the insurance company are not charged against this account
but are deducted in the expense section. This is because
there is no way to distinguish between the billing for in-
surance of employees used on jobs and employees used in the
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office or at the storehouse or on other indirect labor.
Overhead Charged to Jobs . At the time the contracts com-
pleted are charged with their share of the overhead, this
account is credited. No overhead is charged to this ac-
count. All the administrative and other expenses repre-
sented by this figure are listed below in the expense sec-
tion.
Depreciation . In connection with the charging of depre-
ciation a question arises with regard to its position in
the Statement of Profit and Loss. There are two schools
of thought regarding this matter. Since Income from
Rental of Machinery is shown in the Income Section, it
would seem proper to have deducted the depreciation
chargeable to such rental before entering the figure in
the statement. In a good many cases this is not done.
There are still in existence many accountants who wish to
give their clients the opportunity to disregard deprecia-
tion as an actual charge to operations if they so desire.
Occasionally we see statements which even go so far as to
show depreciation as a deduction after showing a figure
which is called something like "Net Profit Before Depre-
ciation." It cannot be too strongly brought out that de-
preciation is no less of a charge or expense of operations
than are material purchases or direct labor. Any attempt
to isolate depreciation or set it aside in a special posi-
tion is tempting a misconception of its correct consideration.

For this reason, any income figure that is shown as an in-
come figure should either be gross or net and so labeled.
If any expenses are deducted, they all should be deducted.
"in their basic relation to revenue all
costs are homogeneous; expenses are not re-
covered through earnings in preferential or-
der. If revenues total $90,000 for example,
while expenses are $100,000, this means that
only 90% of each dollar of cost, regardless
of classification has been recouped... this
proposition rests on the commonplace assump-
tion that where two or more factors are es-
sential to a given result no ranking is per-
missable that excludes any factor from con-
sideration, or minimizes the effect of any
factor. The amount of weight of the compo-
nents may vary but each makes its proportion-
ate contribution to the objective. ' Xl)
In order to preserve and support this doctrine,
it is necessary to show depreciation at least as a de-
duction from Equipment Rental Income or to group it with
the other expenses incurred in connection with the equip-
ment before arriving at a net income from rental figure.
Depreciation of Buildings and Furniture is deducted in
the Expense Section as there is no way to apportion it to
the jobs.
Other Expenses . All the other expenses as shown in the
Expense Section of the Profit and Loss Statement are self-
evident. They represent for the most part items which
cannot be funnelled through the Contract Ledger and are
(l) W. A. Faton, Advanced Accounting;
. p. 465. New
York: The Macmillan Company, 1941.
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left to be offset against the two accounts In the Income
Section, namely, Workmen 1 s Compensation Charged to Jobs and
Overhead Charged to Jobs,

CHAPTER IV
ACCOUNTING- FOR EQUIPMENT
Importance . The subject of accounting for contractor's
equipment is an important one. Mismanagement of equipment
due to a lack of knowledge of the actual costs of owning
and operating it, has led to a good many failures in the
construction business. The contractor must be armed with
certain facts and figures which can only be available
through proper records in order to make the correct deci-
sion as to whether to buy or rent equipment. It is gener-
ally agreed that lack of capital is the number one cause
of business failure in this country. It follows that a
misuse of capital through the unwise purchase of capital
equipment could be equally serious. Then, too, the recov-
ery of costs through operations is a problem which must be
carefully planned. The value of the use of equipment is
one of the few and definitely the major item which in-
volves intangible or computed costs to be charged under a
contract. The costs of labor, materials, and supplies are
tied directly to payrolls and invoices; but the charge for
equipment involves or should involve much consideration
and judgment, as well as properly recorded costs.
The Rental System . There are in general two methods of
handling equipment costs under a contract. If the con-
tract is a large one and requires some special equipment

which will be of little value at the end of the job, or if
it seems desirable for various other reasons, the contrac-
tor buys new equipment and charges it entirely to the job.
At the end of operations, the equipment is turned over to
the owner to do with what he will. Because of the rela-
tively few occasions when this plan would be practical, the
rental system is most generally used.
This system is very easily explained. The con-
tractor simply rents his equipment to the job. He main-
tains a separate account for each piece of equipment he
owns, crediting it with the rentals charged to the jobs and
charging it with all costs understood to be included in the
rental charge. Such charges might be depreciation, imputed
interest, taxes, insurance, storage cost, repairs, and so
forth. At the end of each year the balance of each Equip-
ment Ledger page reveals the profit or loss realized on
the operation of that particular piece of equipment. The
success of such a system depends on two things. First a
system of recording all costs incurred to the proper Equip-
ment account and second, the charging of a proper rental
rate. The methods which could be adopted to properly re-
cord costs involve a problem easily solved by efficient
timekeepers and bookkeepers. But the computation and main-
tenance of a proper rate structure involves skill, the use
of experience, and sound business judgment.
Computing Rentals . The proper method of computing a

satisfactory rental to be used for a piece of equipment is
to carefully compute all the costs applicable to that
equipment over the period of its use and to then divide
that figure by the number of hours, days, or miles esti-
mated to be its life. This method is simply stated but en-
tails a good many problems which will now be considered.
The first consideration is to determine exactly
what charges to include in the rental. Normally, charges
are divided into two general categories, operating expenses
and charges for use. Under operating expenses might be in-
cluded minor repairs, fuel, operator's wages, and so forth.
Under charges for use would be Included depreciation, in-
terest on Investment, major repairs, storage, insurance,
taxes, and so forth. The technical factors concerning the
actual use of the equipment are the factors which usually
determine whether or not operating charges are Included as
part of the rental. Oftentimes it is more desirable to
bill o-nerating costs separately from use of equipment
rentals because of the variance of these costs between one
particular job and another.
There is a difference of opinion on the charging
of repairs to Equipment. Some contractors do not include
repairs in their computation of rentals and then charge re-
pairs to the job on which the equipment is working at the
time the repair becomes necessary. Thi3 is done because
the rental can be quoted at a lower figure and the customer

is led to believe the cost is lower. Actually the repairs
charged are buried somewhere in the cost of the contract.
The great majority of contractors include repairs in the
computation of rental and have a very logical and fair rea-
son for doing so. Actually repairs are made necessary by
every hour that a machine is in operation. Because re-
pairs are accruing, the charge for repairs is handled in
this manner. The injustice of any other system is obvious
in the light of the following illustration: Let us sup-
pose that owner A contracts with a contractor who has new
equipment. If the contractor has figured no repair cost
in his rental, the chances are that no repairs will be
needed on the new equipment and owner A will have no repair
cost. Later in the life of the equipment when owner B is
under contract, as a result of the use in the work for
owner A and others, the equipment breaks down and extensive
repairs are charged to owner B. If the rental had included
an average repair figure in both cases, both A and 3 would
have shared the repair costs for the machinery in relation
to the length of time the machinery was used. This would
obviously be a more equitable distribution, as in this
case, B 1 s costs were too high.
Where cost of operation is billed separately from
cost of use, minor repairs are usually considered as an
operating expense. Automobiles are usually charged in
this way and the occasional minor repairs such as flat

tires, minor adjustments and so forth are more satisfac-
torily billed directly. It would be impossible to come
anywhere near an accurate estimate of such minor repairs
for the purpose of computing a rental charge.
Depreciation, Interest, Storage, Insurance and
Taxes are figured into the rental without any particular
problem. That is, those items are computed much the same
as they would be in any business. Interest should, of
course, be computed for each year on the undepreciated bal'
ance
.
The following is a chart showing one method of
computing a rental figure for a piece of equipment without
including charges of actual operation. Costs are recorded
as percentage of total purchase price of the equipment.
Annual
Cost
Depreciation 33 1/3$
Interest 4
Repairs 10
Storage 1
Insurance 1
Taxes 1
50 173^
50 of the cost of each steam shovel, let us
say, must be recovered from each twelve months of opera-
tions in order to cover the cost of owning and using it.
A wise contractor realizes however that he may not be able
to keep his equipment in continuous operation twelve months
out of the year. He must allow for seasonal difficulties
as well as economic cyclical disorders. Even in the absence

of either of these, it is often impossible to so arrange his
work that each piece of equipment will be in operation 100$
of the time. To this percentage, then, he must apply the
fraction of a year which he normally expects to work. This
fraction should be based not on the year immediately ahead
but on as near an average year as possible. Because al-
though a contractor may know with a reasonable degree of
certainty what work he will have in the ensuing year, he
cannot forecast his activity throughout the life of the
equipment he has purchased and thus should allow for the
lean years as well as the full.
The next problem that comes up is the one of de-
ciding on what basis to charge rental. There are three
possibilities: 1. Time in actual use; 2. Quantity of
work performed; 3* Time on job in use combined with time
on job idle.
Most equipment used in construction today is
rented on the unit of actual use basis. That is, the job
is charged with a rental per hour or per day of actual use.
The advantages in the use of this method are numerous. It
fits in well with the task of estimating costs initially.
Once the estimator has decided on how many hours of work by
the steam shovels in excavation will be required, he needs
only to multiply this figure by the pre- computed rental for
this class of equipment, to arrive at the cost. As the job
progresses, it is an easy matter for the accounting

department to determine the actual hours in use by merely-
tabulating the equipment operator's time cards. Further, it
is a simple and understandable plan which usually satisfies
the customer. The cost of all the idle time of the equip-
ment is distributed equally to each hour of actual use.
The customer knows the rental charge and when he knows that
he is paying at a rate per hour of actual use, then he will
not be so much concerned when he sees equipment standing
idle at his particular job.
To carry our rental computation to its final step
then we would have to apply our estimated idle time factor
and divide the net cost figure by the number of units of
use in the year. Assuming that the equipment will be busy
nine months out of the year and that we will rent it out on
a dally rental basis, the following would be the computa-
tion:
50 1/yfo x 12/9 x $1,200 (cost of the equipment) * 300«$2.23.
The rental rate per day would be $2.23.
A second method of computing rental rates is re-
quired when the amount of work done is used as a rental ba-
sis or when the mileage basis is used for trucks or automo-
biles .
Total cost for entire life
Depreciation (cost less scrap) $1,200
Interest 100
Repairs (major) 300
Storage 40
Insurance 75
Taxes 25
Total $1,740

Automobile estimated use 100,000 miles
—
dividing $1,740 by 100,000, the rental
per mile for the use of the auto would
be 1.74/.
This second method automatically eliminates the
consideration of idle time as it assumes that the car de-
preciates only as it is driven.
Small Tools . It is decidedly Impractical to account for
and recover the cost of the use of small tools such as
wheelbarrows, picks and shovels through the rental system.
Most contractors have no definite system of accounting for
small tools. If a contract is a long one and involves the
use of a good many small tools, the contractor may elect
to charge certain tools direct to the job. If the contract
is a small one, the contractor may just figure a small ad-
dition to his estimate to allow for small tools. The best
way to describe the contractor's attitude toward this
problem is to quote one of the more prominent ones as an
example.
"
. . .We have what we term standard equip-
ment kits. These are large oaken boxes filled
with small tools, such as hammers, chisels, saw,
etc. Some of these small tools may be in use
more or less all the time and we rent the entire
kit on a basis of so much per calendar day. Also
there are a few tools such as transits and levels
which we rent on much the same basis... Small
Tools, such as shovels, picks, etc. are charged
to the job as purchased or shipped from our store
yard and credited to the job when returned...
Where the dividing line between small tools and
equipment to be rented is not clearly indicated
we try to use our judgment by taking into con-
sideration the value of the tool, the necessity

for breaking down the rental costs into sub-
accounts and the cost of keeping the records." (l)
Proper Use of Rental Rates * Practically speaking, many gen-
eral building contractors do not attempt to compute their
costs on any of the bases just described. The Associated
General Contractors of America publish a schedule of rates
for all the construction equipment used in the various
fields. These rentals are based on carefully tabulated
costs determined as the result of the experience of many
and varied contractors. They Include an allowance for idle
time.
A practical point to be considered in the hand-
ling of equipment rentals is the fact that the construction
business is competitive like any other and the contractor
is compelled to charge the "going rate" for his equipment
in spite of the finely calculated costs. Of course the
fact that the calculated costs exceed the going rates is
the principle determinant of whether the contractor buys or
rents his equipment.
There is always a temptation to reduce rental
rates when bidding for a Job. This is especially true when
equipment is in use all the time and there appears to be no
need for an allowance for idle time. This is a dangerous
procedure in the construction business. Sound conservative
(l) Weston J. Hibbs, "Methods of Accounting for Con-
struction Equipment," National Association of Cost Accoun-
tants Bulletin . (March 1, 19281 729.

practices In good times should be used to provide for the
poorer periods which are bound to come in the "boom and
bust" building trades.
Along this same line, Charles C. James of a prom-
inent local construction company proposes a plan whereby
not only all costs will be recovered through operations in
both lean and good years, but also a reserve account is set
up to stabilize the income and expense from renting equip-
ment, (l) His plan works something like this. Let us
say that we are charging our rentals of certain machinery
and equipment on the basis of its working nine months out
of the year. At the end of the first year, we find that
it has actually been in use eleven months and the revenue
from its use exceeded the expenses charged to it by $300.
Normally, this amount would be closed into Profit and Loss
on Contracts or would be maintained separately and shown
as Income in the Statement of Profit and Loss. Mr. James
proposes to credit a "Reserve for Idle Eouipment" account.
Then the years in which the equipment is used less than
the estimated nine months, when the expenses charged to
the equipment exceed the rentals received, the amount of
loss is charged to the reserve. Of course when the re-
serve has been wiped out, there is nothing left to do but
(l) Charles C. James T
"Management Control through
Cost Accounting for Construction Work," National Associa-
tion of Cost Accountants Bulletin . (March 1, 1938.
)

charge the excess of expenses to the revenue of the period.
This system helps to preserve the capital structure of the
enterprise and stops the contractor from taking profits
out of the business which he should be saving to offset
losses from owning equipment in the periods of lower vol-
ume.
Transportation Expenses . The cost of transporting equip-
ment to the job and erecting it and preparing it for oper-
ations should be charged directly to the job and no at-
tempt should be made to include a provision for this
amount in the rental. It is apparent that some jobs con-
tracted for at a great distance from the storage yard,
will require relatively larger costs of getting equipment
to the job. Prior to the beginning of the contract, both
parties should understand that this charge will be in ad-
dition to the normal charge for the use of the equipment.
This cost item should also be a factor for the contractor
to use in determining whether to send his equipment to the
job or to rent equipment from a dealer in the vicinity of
the job. By renting equipment at the site he may be able
to reduce his bid considerably. Consideration of all the
fine points such as this one are what makes the difference
between a successful contractor and one who must soon drop
out of the field.
Control by Individual Piece of Equipment . It is essential
for the accounting system to account for income and expense

for each piece of equipment -individually. This is the only-
way to test the efficiency of the management of the equip-
ment owned. It is the test of whether the rentals charged
are accurate. Similar pieces of equipment under the care
and use of different field bosses may show cost variances
which may Indicate poor handling or faulty maintenance pro-
grams •
No accounting system can remedy a bad purchase
which has already been made. Equipment purchased which is
never able to pay for Itself is already a loss on the day
it is bought, but the accounting system which correctly
apportions all costs and charges to the individual pieces
of equipment and reveals the ones which are costing more
than the revenue received can help the contractor avoid
future mistakes and can help him minimize the loss on his
present commitments.

CHAPTER V
UNREALIZED PROFITS
Measuring Revenues - G-eneral Rule . The problem of correct-
ly measuring revenue and of matching this revenue with the
appropriate and exactly applicable costs is one of the most
difficult in accounting. The general rule as accepted by
most accountants in the great majority of cases is as fol-
lows: Revenue is earned and can be properly brought on to
the books only when an actual sale is executed. This rule
has stood the test of experience and should not be de-
parted from except for cogent reasons. Some situations
arising in accounting for general building contractors may
present reasons for consideration of the applicability of
this rule.
The reason that the completed sale as a measure
of revenue has enjoyed the sanction of accountants is be-
cause it has applied in the majority of cases. We gener-
ally think of business operations as a continuous flow of
transactions, a stream of production flowing from the fac-
tories, and a stream of purchases and sales between whole-
salers, retailers and consumers. In the normal type of
business the quantity and the frequency of these transac-
tions tend to be smooth and reasonably coherent when con-
sidered in terms of fiscal periods. Because of this rela-
tive smoothness, it is practical to consider only the sales

executed within a given period as a true measure of the rev-
enue for that period. This method is generally known to re-
sult in a slight deviation from the exact truth because
there are usually a few sales which occur in the subsequent
period part of the profit from which is earned in the
period under review. For example, if a sale is completed
on January 10, of goods produced entirely in December, the
greater part of the costs of manufacturing incurred in
December are deferred through inventory to the following
period. This has the effect of matching costs with revenue
but incurs the discrepancy of placing the effect of the
transaction in the period which had little to do with it
other than the actual sale.
In accounting for general building contractors
it is more difficult and less plausible to apply this
principle. In this industry the number of sales is rela-
tively small and their size and the length of time in-
volved in their consummation is of some consequence. At
the end of a fiscal period, It may be impossible to ig-
nore those transactions which have not been concluded with
the actual sale and delivery. A single contract may have
required all the resources of the contractor for the en-
tire year. The fact of actual sale in such a case would
be of little help in determining the accurate measure of
revenue for the period. Use of the accepted accounting
principle would require the accountant to take no profit

for the year's work. All costs Incurred to the end of the
period would be classified as deferred charges or inventory
of work in process. The Frofit and Loss Statement would
not reflect the results of the operations of the business.
If the contract were completed one month after the close of
the period at a profit of '$100,000 this entire profit would
be taken up in a year in which only a fraction of the total
was actually earned.
"Undoubtedly the conventional income re-
port is not a very useful device for concerns en-
gaged in construction and other fields where the
volume of completed sales is often quite out of
line with activity for the period... in the con-
struction field where production is to order and
the particular job requires a considerable peri-
od for completion, it is orthodox to accrue in-
come on the basis of percentage of completion... (l)
Actually, no business engages in a series of
transactions which are perfectly smooth; all businesses
have spurts of purchases and sales. Sometimes the indi-
vidual importance of these spurts is accentuated by the
size of the unit transactions or by the length of time in-
volved in their consummation, until, in certain enter-
prises, the accentuation becomes so pronounced as to ab-
sorb all the statistical Interest that usually attaches to
periodic income. There is a tendency in this direction in
all contractor's accounts. In actual practice, however,
(l) W. A. Paton, Advanced Accounting , pp. 447-448.
New York: The Macmillan Company, 1941.

many contractors do not feel that the tendency is pronounced
enough to merit consideration. These contractors conduct
their business so that there are always a good many con-
tracts being completed at fairly regular intervals. It has
been found also that only the relatively large contractors
engage in contracts which extend over a period of a year.
While this type of contractor is certain to have a number
of contracts uncompleted at the end of any period, the
large number and relatively small size of his contracts
minimizes the importance of treating them separately and
makes it possible for him to measure his revenue on the
completed sale basis, with some degree of satisfaction.
The main consideration in the discussion of the
unrealized profit problem, then, is to determine under
what circumstances and upon what occasions revenue from
construction operations is recognizable in the accounts.
When it is decided that revenue from uncompleted
contracts is recognizable and profits from these contracts
is correspondingly taken up on the books, the contractor
is said to be on the "Uncompleted Contract" basis. When,
on the other hand, no profit is considered until contracts
have been completed, the contractor is on the "Completed
Contract" basis. It is conceivable and in fact actual
practice for some contractors to use both these bases, their
decisions being based on the special considerations for each
separate contract.
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Measuring Revenues - Income Tax Rule . The Federal Govern-
ment has long recognized the problem of unrealized profits
in the construction industry and has provided alternative
methods under the Revenue Act of 1934- • The following is
Article 42- A, Regulations 86 of that Act:
"Long term contracts.- Income from long
term contracts is taxable for the period in
which the income is determined, such determi-
nation depending on the nature and terms of
the particular contract. As used herein, the
term 'long term contracts' means building, in-
stallation, or construction contracts covering
a period in excess of one year. Persons whose
income is derived in whole or in part from such
contracts may, as to such income, prepare their
returns upon either of the following bases:
(a) G-ross income derived from such con-
tracts may be reported on the basis of per-
centage of completion. In such case there
should accompany the return certificates of
architects or engineers showing the percentage
of completion during the taxable year of the
entire work to be performed under the contract.
There should be deducted from such gross in-
come all expenditures made during the taxable
year on account of the contract , account being
taken of the material and supplies on hand at
the beginning and end of the taxable period for
use in connection with the work under contract
but not yet so applied. If, upon completion of
a contract, it is found that the taxable net
income arising thereunder has not been clearly
reflected for any year or years, the Commission-
er may permit or require an ammended return.
(b) G-ross income may be reported for the
taxable year in which the contract is finally
completed and accepted if the taxpayer elects
as a consistent practice so to treat such in-
come, provided such method clearly reflects the
net income. If this method is adpoted there
should be deducted from gross income all expend-
itures during the life of the contract which are
properly allocated thereto, taking into consid-
eration any material and supplies charged to the

work under the contract but remaining on
hand at the time of completion."
The Federal Grovernment does not completely an-
swer the problem. The tax law does not discuss the prob-
lem of the contract which begins in one fiscal period and
ends in the next. It confines its discussion to those
covering one year or more. For tax purposes, then, we
must measure our revenue on the completed sale basis unless
our contract is in excess of one year.
Even the Gfovernment ' s partial answer would not be
the last word in determining accounting procedure. Although
Government procedures are conformed with in Government re-
ports and tax returns, most good accountants apply their
own minds to each accounting problem as it presents itself
and use the logical results obtained in presenting their
reports to management and stockholders.
Arguments in Favor of the "Uncompleted Contract" Basis .
Benefits to Management . Accountants who take the manageri-
al approach in determining their policies are in favor of
computing and taking on to the books all profits which can
reasonably be determined to have been earned whether or not
they have been evidenced by an actual sale or delivery.
These accountants contend that the Profit and Loss State-
ments prepared under the "Completed Contract" basis pre-
sents a meaningless profit figure to the management of the
company. At the time that a statement is presented,

managers and engineers of the company are focussing their
attention on the current contracts in progress. Although
they are interested in their record for the year (or for
the particular period under review) they are more vitally
interested in the record including the effect which the
contracts then under way have had. The "Completed Con-
tract" basis results in a departure from the actual results
of operation. It makes it impossible to compare profits of
different fiscal periods with a view to judging efficiency
of management. The taking up of all profit both realized
and unrealized gives management the most accurate picture
of the results of their operations, and it gives them a
figure which has the valuable characteristics of consis-
tency. It is a measure which can satisfactorily be com-
pared from period to period.
Matching; of Costs to Revenue . Secondly, revenues measured
in terms of production make the problem of assigning costs
to a period much easier and the results much more accurate.
Anything which will help to Improve the chances of cor-
rectly matching costs with revenue certainly deserves con-
sideration, for the problem of assigning costs to revenues
is a difficult one. At present it is accounting practice
to attempt to defer to the next period only certain
charges. These are often those charges which are consider-
ed proper charges to inventory of work in process such as
direct labor, materials and varied amounts and

classifications of factory burden. Usually such items as
administrative expenses are charged directly to the period
without any attempt at pro-rating them. If the exact reve-
nue is measured in terms of production for the period, it
can be seen that the administrative charges would be more
nearly correct as they have actually been incurred in con-
nection with current production. The fact that it is dif-
ficult and almost impossible to correctly apply costs to
revenue under the completed sale basis is discussed in one
of the leading books on accounting theory. It says this
about inventories which of course are the prime channels
for the deferring of charges:
"This means that inventories in gen-
eral should be interpreted as represent-
ing a pool of cost factors, properly as-
signable to future revenues, rather than
as the bare cost of purchased commodities.
It is not practicable to force the entire
mass of operating charges through the
cost of goods funnel, with periodic divi-
sions into inventory balances and cost of
sales. Many of the so-called overhead
costs have no definite ascertainable rela-
tion to the flow of goods, and purely ar-
bitrary assignments should not be encour-
aged." (1)
This author may well have gone one step further
and said that these certain so-called overhead costs do
have a relation to actual production if not to the "flow of
goods" as measured by sales.
(l) W. A. Paton, Advanced Accounting , p. 119. New
York: The Macmillan Company, 1945.

More Attractive Financial Statements . General Building Con-
tractors must be able to present a favorable Balance Sheet
to their bankers. The ultra-conservative stand of pro-
viding for all losses and anticipating no gains is a good
one but in this case it renders a distinct injustice to the
contractor. The fact that he has an exceptionally slow
turnover necessitates continual borrowing of working cap-
ital. Modern bankers are masters at financial statement
analysis and fully appreciate the problems of the contrac-
tor. If the reasonable profit has been added to the in-
ventory of work in process and this fact has been clearly
indicated in the statements, the banker is free to make
such mental adjustments as he may feel necessary. When
the banker has merely the bare cost figure for the inven-
tory, he is unable to give any consideration to possible
profit to date.
All Construction Not Risky . The argument that the entire
construction business is too risky has been greatly exag-
gerated. The claim is that profits taken up in advance
of contract completion are very susceptible to later be-
ing wiped out in the dangerous business of contracting.
In recent years, with increased engineering efficiency and
control, unforeseen obstacles in construction have been
reduced to a minimum. Contractors have been able to cover
themselves in contracts where there are possibilities of
unfavorable developments. Through experience, Jobs which
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may seem hazardous to the ordinary person- are routine for
the contractor and his highly specialized staff.
Subsequent Losses Not Pertinent * The principal argument put
forward in opposition to recognizing unrealized profit has
been that future unforeseen developments or even ordinary
business losses could wipe out the profit already taken up
as earned. This is very true. But is it not true in any
business? The profits of any year can easily be negated by
a loss in the next. Let us consider for example a contract
half completed at December 31* The contract is for #10,000
and $4,500 has been spent to bring it to exactly half com-
pletion. It is reasonable to say that $500 has been earned
in this period. This figure should be brought on to the
books as profit providing it is not known at that time that
there is anything to prevent the work from being completed
at the expected cost of $9,000. Let us now say that through
some management deficiency or labor mistake, the cost of
completing this project in the subsequent period was
^6,000. The actual loss on the contract as a whole would
be $500, Instead of the original estimate of $1,000 profit.
The period in which the loss was Incurred would show a loss
on the books of $1,000, having earned the remaining one
half of the contract (£5,000) and having incurred expenses
of $6,000. Although the entire contract lost $500, the pe-
riod under review should show a profit of $500 and the sub-
sequent period a loss of $1,000. It is the opinion of some
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accountants that this is the more nearly correct way of re-
porting results of operation to management. The reasoning
for this is that as long as revenue is being measured by
fiscal periods, it is more accurate to show the actual re-
sults of operations for the period rather than attempting
to tie it in with the contract as a whole.
Current accounting thought tends to de-emphasize
the Balance Sheet and stress the importance of the Profit
and Loss Statement. From the point of view of an accurate
Profit and Loss Statement, the income from uncompleted con-
tracts should probably be shown. But if this is done, the
asset account (Contract Ledger Debit) will have to be
stated above cost. But the stating of an asset above cost
is contrary to proper Balance Sheet accounting. Thus it
can be seen that a true reflection of profits will cause
an overstatement of the assets, while a proper statement
of the assets, (at cost) will result in an understatement
of profit. (It will be later pointed out that in the case
of the contracting business, bankers and bonding companies
are actually more interested in present financial condi-
tion as expressed by a proper Balance Sheet than in prob-
lems of proper revenue accounting. The argument for de-
emphasis of the Balance Sheet therefore definitely does not
apply in construction, especially in regard to valuation of
works in process.)
Architects Certificates as Evidence of Earnings. There is
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usually an excellent basis for determining what part of the
contract has been completed and how much profit the con-
tractor has earned. This basis is the architects' or en-
gineers' certificate of partial completion. Quite often
Jobs are broken up into construction units. These units
might be foundation, first floor, second floor, roof, in-
terior, grading, and so forth. As each unit is satisfac-
torily completed, the owner 1 s representative inspects it
and makes out a certificate which the contractor uses as
evidence of the right to bill on the contract. There are
many accountants (l) who believe that this certificate
should be considered the equivalent of a sale for contract
accounting purposes. It is of course not legally a sale
nor in all cases is there a pre-determined amount to be
billed for particular units completed.
Stockholders' Rights . Those accountants who consider the
stockholders when preparing financial statements put for-
ward the suggestion that the failure to put forward the
profit on long term contracts is not fair to the stock-
holders. If, during a given fiscal period, a contractor
has worked on many but completed no contracts, he would
carry no profit to his earned surplus account. There would
be nothing available for dividends. Actually Income would
(l) Myron Strain, "Contractors Accounts," Journal of
Accountancy . (April, 1941.)

have been earned but it would be untouchable by the stock-
holders, (l)
Income Tax Considerations * We have seen that revenue meas-
ured in terms of production rather than in terms of com-
pleted sales results in a figure which is more nearly accu-
rate in the construction business. Other things being
equal, the figure would also have the desirable element of
evenness from year to year. False income fluctuations
caused by closing a larger number of contracts in a given
year would be wiped out. There are several advantages in
this procedure tax-wise. With income spread evenly over
the years, there is no year in which the company will find
itself in an unusually high tax bracket. Also, earnings
can better be estimated in advance on the basis of volume
of work done so that provisions can be made for income tax
payments
.
Profit and Loss Statements Are Estimates . The American In-
stitute of Accountants has stated the nature of financial
statements thus:
"Financial statements are prepared for
the purpose of presenting a periodical re-
view or report on progress of the management
and deal with the status of the investment
in the business and the results achieved
during the period under review. They re-
flect a combination of recorded facts,
(l) "Contractors Accounting, Round Table Report,"
Certified Public Accountant . ( New York ) . (October, 1938)
32-36.

accounting conventions, and personal Judg-
ments, and the Judgments and conventions
applied affect them materially. The sound-
ness of the judgment necessarily depends
on the competence and integrity of those
who make them and on their adherence to
generally accepted accounting principles
and conventions. 11 (l)
From this it can be seen that a large part of
all statements are not based upon fact but upon judgment.
The profit shown at the end of a given period is simply
one particular accountant's estimate or opinion. With
this simple premise as a foundation, many accountants
feel completely justified, in view of the facts to be
considered in accounting for general building contrac-
tors, in measuring revenue in terms of actual produc-
tivity rather than in terms of contracts completed. They
feel that if they provide for all known future losses and
can, by means of sound accounting procedure, determine
the amount of income definitely earned for the period,
they should Include it in their report of the results of
operations of the enterprise.
Arguments Against Unrealized Profits as Earned Income . To
initiate the discussion of the principle objections to
taking profit on uncompleted contracts on to the books an
excerpt from the experiences of one of our country's fore-
most practical accountants, now retired, would seem
(l) "Evaluation of Financial Statements by Independ-
ent Public -Accountants, " American Institute of Accoun-
tants Bulletin . (January, 1936).

appropriate.
"Many years ago a manufacturer entered
my office and said that he wished my firm
to displace his former auditors. Upon my
asking why, he said freely: "I'm through
with optimistic accountants." He went on
to say that he was himself of sanguine
temperament and that what he needed in ac-
counting advice was caution. He expressed
the opinion that this was generally true
of the relation between managers and ac-
countants. He was, of course, right; the
great majority of ventures fail, and the
fact that enterprise nevertheless con-
tinues is attributable to the incurable
optimism (often disassociated from expe-
rience) as well as to the courage of man-
kind. In my experience also, losses from
unsound accounting have most commonly re-
sulted from the hopes rather than the
achievements of management being allowed
to influence accounting dispositions. To
me, conservatism is still the first vir-
tue of accounting, and I am wholly unable
to agree with those who would bar it from
the books of account and statements pre-
pared therefrom and would relegate it to
footnotes." (l)
It is evident from this that conservatism is one
of the prime services of accounting. The rule of "pro-
vide for all losses and anticipate no gains" has stood the
test of time in accounting and for apparently good rea-
sons. Considering profit on uncompleted contracts is not
conservative accounting. In the strict sense, profit is
not realized until the sale is completed, the work deliv-
ered and accepted and the title passed. Any anticipation
of profit prior to this time would be improper.
(l) G-eorge 0. May, Financial Accounting , p. 44.
New York: The Macmillan Company, 1943.

Pitfalls of Uncompleted Contracts Method . For corporations,-
the taking of unrealized profits into Surplus has many dan-
gers. Stockholders who receive Balance Sheets at the end
of the year are misinformed. They get the impression that
the Surplus account means a fund free and clear out of which
dividends may be declared. Actually the declaration of a
dividend based on unrealized profit would be extremely un-
wise because of the contingent liability under the uncom-
pleted contract. Declaration of a dividend based on un-
realized profits followed by an ultimate loss on one or
more of the contracts concerned could seriously affect the
capital structure of the corporation.
Many businesses in recent years have adopted a
policy of either a profit sharing or a bonus system. At
year' s end usually at Christmas time they declare a bonus
or some form of additional compensation based on the finan-
cial results of the year. If such bonuses were paid out
to employees based on unrealized profits, the consequence
of subsequent losses is apparent. Employees do not di-
rectly share losses nor could they be expected to repay bo-
nuses inadvertently granted.
A problem arises in the reporting of income for
Federal Income Tax purposes. An enterprise on the uncom-
pleted contract basis engaged in long term contracts report-
ing consistently with their accounting system might well pay
taxes on a profit which would later turn out to be a loss.

In order to preclude that possibility, the company would
have to adjust its income for income tax purposes so that a
tax would be paid only on that portion of the income re-
ceived from completed contracts. This would be admitting
the uncertainty of their accounting methods.
Construction Subject To Uncertainties . Nearly all accoun-
tants who are familiar with contractors' accounts are able
to cite actual examples of apparently successful construc-
tion contracts which have resulted in terrible losses due
to some unforeseen circumstance, usually the action of the
elements. This incident needs to happen only once in the
experience of an accountant to cause him to see very clear-
ly the advantages of conservatism. In spite of the many
technological advances in all industries including the
construction business, the risk has not yet been removed.
It is not the duty nor is it within the capacity of the ac-
countant to make himself acquainted with the efficiency of
the engineers on the job or with the provisions that have
been made to preclude operational Ids ses . He is reporting
as an accountant on the figures that are apparent and on
what he can personally discover about them. He cannot af-
ford to be optimistic about something with which he has
little or no familiarity.
Difficulty of Computing Amount of Profit Earned . An accoun-
tant cannot accurately determine what amount of profit has

been earned at the end of a given period. (l) There are
many proposed methods of figuring profits on uncompleted
contracts but none of them are precise. In the first plac
in order to properly estimate profit earned to date, the
contractor must maintain a complete and accurate cost sys-
tem. Such a system is the exception rather than the rule
in construction accounting. In order to forecast profits,
the accountant must have definite figures with which to
work. A simple example will serve to illustrate: A con-
tractor contracts to build a four- story building. The fol
lowing is an estimate ( simplified) of his job costs on
which he bases his bid price:
First Floor. .
.
.
. $ 500
. . 1,000
$1,900
Second Floor.
•
1,900
Third Floor...
1,700
1.700
#7,200
8,000
At the end of the period under review this contract is in
complete. A survey of the work shows that the first two
floors are totally completed and no work has been done
(l) William A. Affelder, "Analyzing Costs," Nation-
al Association of Cost Accountants Bulletin . (Ar>ril 16,
1923).

,on the other floors. The debit balance of the Contract
Ledger shows that $3,800 has been spent. It would be nor-
mal to assume that about one-half of the profit has now
been earned; actually 3800/7200 x $800 would represent the
portion of the profit applicable to this period. Since
the total profit was to have been $800 and 38/72 of the job
is complete. It is my feeling that these figures may not
properly be used by the accountant unless he knows more
about the costs and the work progress to date. Let us see
what might be the case if cost records were available at
the end of the period on this job:
Costs
Estimated Actual Over Under
First Floor.. labor $ .500 $ 500
lumber 1,000 1,200 $200
concrete 400 200 $200
Second Floor. labor 500 500
lumber 1,000 1,200 200
concrete 400 200 200
A study of this cost report of the job will
show the accountant that the cost of lumber is running too
high on this job and that the profit is being preserved
only because a saving is being made on concrete. Since
the balance of the contract calls for all lumber and no
more concrete, it would be necessary for him to provide for
a loss on the latter part of the contract.
This simple illustration should show how elusive
profits on contracts can be and how deceiving unsupported
figures sometimes are. In addition to the requirements

.brought out by the above example, there are numerous other ,
considerations and difficulties in accurately applying prof-
its to uncompleted contracts. This subject will be dis-
cussed later with special emphasis on the various methods
of computing these unrealized profits.
Often engineers estimates are the only figures
which are available to the accountant on which to base his
estimated profit figure. It is the very strong feeling of
most independent public accountants that their statements
should reflect the facts which are of their own knowledge
and should contain no opinions or be influenced by no
ideas of outside individuals.
The engineers' estimates and architects' cer-
tificates which are often used as a basis for determining
unrealized profit are not a sound basis. Most accountants
regard this merely as an expedient for use in reasonably
providing the contractor with financial support in the
form of working capital as provided by the terms of the con-
tract. Any relation between the periodic payments made on
the contract to the profit earned to date is usually co-
incidental. This would of course not be the case in ac-
counting for the "cost-plus fixed fee" contract. On this
type of a contract the architect's certificate definitely
passes title of the goods to the purchaser and provides
for payment of the amount of money which is actually the
contractor's fee for that portion of the job. The handling

.of profits on this type of contract does not Involve any
of the problems which are under discussion here.
The long term construction contract is in the na-
ture of a venture, and final profit or loss can be deter-
mined 6nly upon completion. Interim profit estimates are
mere approximations. The uncertainty of the ultimate
profit in addition to the difficulties in computing inter-
im profits would seem to be the strongest elements in the
opposition to the uncompleted contract basis.
Summary and Conclusion . Consideration of the foregoing
arguments in favor of and against the accruing of progress
profits are essential to the solution of the problem at
hand. Circumstances existing within the enterprise under
consideration are bound to affect the solution decided
upon.
Possibly another angle from which to attack the
problem would be from the standpoint of the reasons for
wanting to take up the profits. There are conceivably at
least four possible reasons. First, it might be pointed out
that progress profits are taken up for the information of
and to test the efficiency of management. This reason is
not well founded because the profit on uncompleted con-
tracts could be made available to management in separate
schedules without making the figure an integral part of the
official financial statements. The second possible reason
for accruing these profits would be for use as a basis for

the declaration of dividends or withdrawal of profits. Most
accountants realize though, that dividend or withdrawal pol-
icy of a given concern is determined primarily on the cash
position or the ability to pay at the time. So, although
allocation of unrealized profits to free surplus may in
some instances be considered a departure from conservatism
and dangerous, it is nevertheless not a prime factor af-
fecting cash distribution of profits. The third reason is
to establish proper income tax liability. The phraseology
of the present tax law (l) negates this reason. It pro-
vides that if at the conclusion of any contract, the final
results differed widely or were not properly reflected in
precedent tax returns, the commissioner may permit or re-
quire an amended return.
Having reduced the first three reasons to merely
secondary considerations, it would seem to leave us the
fourth, and really cogent, reason for considering the
taking up of progress profits. That reason is to estab-
lish a correct asset valuation and a correct surplus which
can be used in the Balance Sheet and certified to by the
accountant preparing it. The question to be answered is:
Is the inclusion of profits on uncompleted contracts in
Assets and their reflection in Surplus necessary to pre-
sent fairly the financial position of the business at
(l) Internal Revenue Code, Regulations 103, Section
1942-44.
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Balance Sheet date? An answer in the affirmative would
seem to require favorable results from the following three
tests
.
1. Evidence of the amount of work done - The ac-
countant must be able to determine, largely through his own
efforts and knowledge, what amount of work can actually be
considered completed and theoretically passed to the cli-
ent. Independent architects' certificates are sometimes
considered adequate but estimates provided by engineers in
the employ of the contractor should almost never be used.
If at all, they must be thoroughly checked as to computa-
tion, reasonableness, and thoroughness and mention should
certainly be made of their use in the text of the report of
an independent external accountant or auditor.
2. Costs applicable to work done - The accoun-
tant must be able to determine from the records exactly
what costs have been incurred in bringing the contract to
its present state of completion. A distinct division must
be made between costs applicable to revenue earned and
those to be deferred to future revenues from the contract.
The accountant must have assured himself that the records of
the contractor are so set utd and have been so maintained as
to provide him with the accurate answers to this problem,
3. Will the future of the contract preserve the
present profits? - At first thought, it would seem that the
accountant is wholly unqualified to make any satisfactory

test of this element. There are, however, two channels
of approach to the problem. First, the accountant may
study the costs already incurred in the initial stages of
the contract which will be recurring throughout the bal-
ance of it. For example, if the balance of the contract
is to require considerable masonry work, it would be pos-
sible for the accountant to study and compare the costs of
previous masonry work with the original estimates for the
job to see if that particular operation is being carried
out at a profit or at a loss. This study can only be used
as an indicator as, of course, past results do not guaran-
tee future profits. The second channel is a more general
one and arises from improvements in technique within the
construction industry. Modern engineers (l) hold that
construction projects can generally be classified into
those which, through careful drafting and estimating, can
be reduced to risk comparable with those of any industrial
operation, and those which no amount of testing and plan-
ning can assure safety until the last day of the job. In
general these classifications may be made by the accountant.
The less dangerous are those above the surface of the
ground and the risky are those below the surface of the
ground, or below or over water.
(l) Myron Strain, "Contractors Accounts," Journal of
Accountancy . (April, 194-1).

Revenue from uncompleted construction operations
may be recognizable in the accounts only when the accoun-
tant preparing the statements has honestly decided that
the situation warrants their being taken up in order to
fairly state the financial condition of the business. Al-
though justification may be difficult, it is entirely pos-
sible that an accountant may so apply his judgment to the
pertinent accounting principles as to arrive at that so-
lution.

CHAPTER VI
PROFIT ON UNCOMPLETED CONTRACTS—COMPUTATION
Problem Definition . A report showing the profit earned on
uncompleted contracts should be prepared periodically
whether or not that profit is to be recognized in the ac-
counts. The frequency of the computation of this profit is
mofet generally dependent on the size of the organization or
on the desire of the management to keep abreast of the sit-
uation. Occasionally, banks or other creditors may require
these and other reports at specified intervals in order to
test the soundness of their continued investment. As was
mentioned in the preceding chapter, it is possible that the
records and available information may render it impossible
to make any satisfactory computation. If all contractors
maintained a uniform system of cost keeping, there would be
only one method of computation necessary. There are ac-
tually many different methods of computing profits on un-
completed contracts in use today. This is true because of
the different and limited information available in the
records from which to figure and also because of the many
different types of contracts under which contractors oper-
ate. The accountant must select the method of computation
which he thinks gives the correct answer. Obviously, if he
does not have the information available to use what he con-
siders the correct method of computation, he can very

probably not support the taking up of that profit in the
accounts. There follows an explanation of five methods
which have been found to be necessary to compute the profit
on uncompleted profits in the varied accounting systems now
in use
.
The first method is used in "cost-plus" con-
tracts, the second in lump sum contracts where the cost to
complete the contract is known, the third in lump sum con-
tracts in which the percentage of work done to total work
to be done is known, the fourth when unit cost records are
kept and the fifth in cases where no records outside of
total debits and credits to the Contract Ledger are known*
1. "Cost-plus" contracts are the simplest on
which to compute profits. A "cost-plus" contract usually
provides that the contractor will be reimbursed for all
costs incurred under the contract (subject to audit and
approval by the owner) plus a fixed fee or a fixed per-
centage of the costs incurred. In this case, the accoun-
tant totals all the bills which have been approved or paid
by the owner to date and applies the agreed upon profit
percentage to it to arrive at the profit earned to date.
Even in "cost-plus" contracts, however, often there are
stipulations in the contract which inject further compli-
cations into the problem. Sometimes there is a maximum
cost figure set. Various penalties may be imposed in the
event the contractor exceeds these costs. Occasionally the

contract may offer a bonus if the contractor is able to com-
plete for less than a specified sum. If at the time of the
computation either of the above mentioned conditions is
reasonably certain of developing, the accountant should re-
flect in the current computation that portion of the re-
sulting profit or loss applicable to the completed portion
of the contract. If the contract calls for a fixed fee
upon completion, it is necessary for the accountant to de-
termine the percentage of that fee which has been earned
to date by multiplying the fee by the fraction of costs in-
curred to date over the total estimated cost.
2. If the contract is a lump sum contract, the
contract price is known and an estimate of the cost to
complete the contract can be obtained, the following com-
putations can be made:
a. Costs incurred to date divided by Costs to
date plus cost to complete times Contract price
equals Amount of price earned.
Amount of price earned minus cost to date
equals Profit on completed portion.
b. Contract price minus total estimated cost
equals Estimated total profit.
Costs incurred to date divided by Total
estimated cost times Estimated total profit
equals Profit on completed portion.
Even if we consider that the estimated total cost
is correct, the above computations have several short-
comings. They are based on a system of pro-rating total
estimated profit over the contract at the rate of a cost

accrual. They assume that the relation of costs to date to
total estimated cost reflects the correct per cent of com-
pletion. This may not be true. Actual progress on the
contract is seldom accurately measured by the money spent.
An example using sample figures will best illustrate this
point. Let us suppose a contract to build ten hangars
for an airport is undertaken for a lump sum of |l, 000, 000.
Costs incurred to date are $200,000 and estimated cost to
complete is $700,000. Using computation b. above, the es-
timated total profit is $100,000 and the fraction "costs
to date over total estimated cost" reduces to 2/9. 2/9
of $100,000 or $22,222 is the profit on the completed por-
tion. But what if an inspection of the job reveals that
only one hangar has been built to date, the excessive
cost of $200,000 having been due to a mistake on the job?
Actually only l/lO of the contract hs.s been completed and
this 1/10 was completed at a loss. But the method of com-
putation described would pro-rate the final profit over
all portions of the contract whether all portions ea.vr.ied a
profit or not. The resulting computed profit on the com-
pleted portion of $22,222 is false and definitely over-
stated. Thus it can be seen that this system of computa-
tion can be relied upon only if the accountant is sure that
the cost incurred to date does reflect and represent the
actual percentage of completion.
3. This method is used when the accountant is able
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to get reliable and what he considers accurate figures
with regard to the actual per cent complete on each con-
tract in process. He can apply this percentage to the to-
tal amount to be billed under the contract and obtain a
figure which represents the amount of revenue earned to
that date. Then, he needs only to deduct from this figure
the costs incurred to date and he has the profit or loss
applicable to that portion of the contract which has been
completed. An illustrative example follows:
Total to be billed |l00,000
Per cent complete
_15$
Earned to date $ 15,000
Cost to date 20.000
Loss to date $~~ 5,000
This method also has obvious disadvantages.
First, it disregards the effect of the future of the con-
tract. If the item which has caused the loss to date will
be recurrent throughout the contract, the computation re-
sults in a figure which in no way reflects it. From a
practical viewpoint, the per cent complete figure is not
easily obtained. It is difficult to change all the costs
incurred into a definite percentage of the entire job.
This is true because often at the end of a fiscal period,
a job is in such a state of uncompletion as to render a vis-
ual estimate of its state of completion impossible.
4. This method is the least objectionable and
the most practical. It can be used only when the contractor
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has kept adequate cost records. In general, the method
consists of a breakdown of the contract into units and a
comparison of costs applicable to each unit with the orig-
inal estimate or bid price for that unit. Even where a
contractor has not kept cost records as such, there is
usually available some notes or figures on which he based
his original estimate for the job. If the costs incurred
to date can be segregated and applied to the various units
for which they were incurred, the profit or loss on those
units can be satisfactorily obtained. Illustration:
Portion of bid allotted for excavation. .. .|l0 , 000
Cost of excavation (completed) 9 . 500
Profit on excavation $~ 500
Unbalanced Bids * Consideration of all the foregoing com-
putations must include an awareness of the possibility of
the use of an unbalanced bid. This method of submitting
bids is not uncommonly used and has a definite effect on
the proper apportionment over the contract of profits
earned.
Usually bids are submitted in detail so that the
amount to be billed upon the completion of each unit of the
contract is clearly shown. Contractors often purposely
make their bids high on the initial parts of the contract
such as excavation and foundation and then make the bids for
the latter parts such as roofing and finish correspondingly
low. When the owner's architect submits a certificate
showing that the first unit has been completed and that the
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billing for it is in order, the contractor is then able to
bill for an amount far in excess of the actual costs he
has incurred. The contractor does this in order to obtain
working capital with which to carry on the job. An example
of an unbalanced bid follows:
Bid Actual
Submitted Estimates
Excavation | 1,000 $ 500
Foundation 2,000 1,000
Flooring 2,000 1,000
Frame 5,000 5,000
Windows, doors... 200 400
Roofing 1,000 2,000
Finish 500 800
Profit 1.000
Total fll,700 §11,700
It will be noticed from the above that all the
expected profit and some more was taken up early in the
contract and the remaining units of the contract were made
to show a book loss. If the figures used in the actual bid
were used in the computation of profit on the uncompleted
portion of the contract, the resulting figure would be a
gross misstatement.
5. The costs incurred on all contracts to date
are subtracted from the total billings made and the result-
ing figure is called profit on uncompleted contracts. This
system is very seldom used because it is highly inaccurate.
The accountant assures himself that all the bil-
lings which have been made were approved by the owner 1 s ar-
chitect and that the revenue was actually earned. If the

billing figure exceeds the costs to date, the profit is
known to be at least the amount of the difference. But
since there is no method of determining just which costs
were incurred to earn the amount billed, there may very-
well be in existence work done for which no billing has yet
been made. Furthermore, there are usually in existence on
the books costs incurred on some contracts on which no bil-
lings have been made. Since no profit at all may be shown
on these contracts the net result will be at best only a
partial and inaccurate report on some of the contracts
which may actually be offset by losses on contracts for
which no computation could be made.
Conclusions . There are variations from all of the above
described methods but basically they are the only ones
which are available to the accountant. Many contractors
are unable to provide external accountants with figures
from their books which can be considered adequate for mak-
ing a computation which would result in a figure reliable
enough to be closed unequivocably into profit and loss.
In such cases, it is still desirable to present management
with a report based upon estimates from their own engineers
and other members of their staff which will reflect as good
an estimate as possible of the profit earned on uncompleted
contracts. As has been pointed out in prior chapters, this
information is important for use as a comparison with prior
years as a test of management efficiency and is also of
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interest in determining immediately policy regarding the
completion of the contracts reported on. The following is
an illustration of one type of statement which can be used
in presenting this information to management.
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ABC CONSTRUCTION COMPANY
STATEMENT OF PROFIT ON UNCOMPLETED CONTRACTS
For year ended December Jl, I9J4.6
Original Profit
Contract Contract Estimated Expended Percent Cost to Estimated Estimated Earned
Number Price Cost to Date Complete Complete Total Cost Total Profit to Date
2 $ 100,000 $ 83,000 | 66,000 75 § 22,000 $ 88,000 $ 12,000 $ i 9,000
5 150,000 l?lj.,000 101,000 60 67,000 168,000 18,000* 10,800*
9 15,000 12,000 2,000 20 8,000 10,000 5,000 1,000
11 80,000 70,000 60,000 85 9,000 69,000 11,000 9,350
Profit on Uncompleted Contracts $ 8,U50

CHAPTER VII
SUMMARY AND CONCLUSIONS
The basic accounting problems of a general
building contractor resolve themselves into much the same
problems as are confronted in every business. The fac-
tors which make the solutions to these problems differ-
ent and rather complicated are caused by the nature of
the business. As in other businesses, the contractor
wants his accounting system to do this for him:
1. Classify and record his transactions in
such a manner as to facilitate the obtaining of vital
management information.
2. Reflect the accurate results of his opera-
tions so as to keep him informed as to his economic prog-
ress.
The solution of both of these matters has been
discussed in the foregoing chapters.
In considering the first of these projects,
probably the most important single factor to be handled
is the fact that the type of sale and the method of doing
business of a contractor is basically different than most
every other type of business. The normal business which
produces goods is concerned with the costs of only one or
a definite number of regular items of production. Prices
are fixed for these few items and change infrequently.

When they do change, it is as a result of the interaction
of the market for the item or through the historical cost
records of the producing company. In short, the basis of
earning a profit is primarily a problem of efficiency of
production and management. The contractor has all these
problems and one additional; he must decide upon a new
and different price on every different piece of work he
undertakes. And he takes on many varied jobs throughout
the course of a year. He can operate at 1C0% efficiency
and yet, if he falls in his cost estimation or price fix-
ing, all of his work and efficiency are to no avail.
The accountant must give the contractor the
tools with which to make the proper pricing decisions. He
cannot give him all of the tools he needs but he can pro-
vide him with a good deal of help. If accurate rental
figures are continually checked and maintained at the cor-
rect amount by the accountant, the contractor need not
worry about recovering the expenses in connection with
owning and operating his equipment. He should be able to
rely on the accountant for providing enough revenue from
the rentals to allow for idle time, repairs and the many
other expenses discussed in Chapter IV. The charges and
allowances for overhead should be continually reviewed by
the accountant so that the correct percentage can be ap-
plied to the other costs to allow the contractor to re-
cover all of his administrative costs in connection with
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operations. Material and Labor costs must be accurately
divided between the Jobs in process so that the contractor
knows at all times what his individual job costs are.
The use of the Contract Ledger as a continuous
cost accounting system as a part of the actual accounting
records is absolutely essential to successful operations.
The Contract Ledger sheets are referred to time and time
again by contractors who are later bidding for similar
jobs. In the large firms the Contract Ledger gives the
management a continuous picture of the progress of each
job. In the smaller firms, of course, the manager is him-
self in direct touch with each job and can more closely
observe the costs as they are actually incurred. As was
mentioned in the chapter on Accounting Systems, the en-
gineer or job manager uses many "rules of thumb" and
other checking measures to assure himself daily of the
proper relationships of actual costs with the cost allowed
for in the price estimate used in the bid.
With regard to the second project, that of re-
flecting economic progress, conservatism seems to be the
most worthy guide. In my many interviews with contractors
and accountants on this subject, I have learned that this
virtue is considered more Important than all others in
this field. The Bonding Company who is insuring the con-
tractor for job completion and general performance
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together with the banker who is financing the operation
must have confidence in the accounting system and the Fi-
nancial Statements. If profits on uncompleted contracts
are anticipated or if other unconservative procedures are
used in the accounting, much of the faith of these per-
sons is lost. Bankers and Bonding Companies are not in-
terested in what the accountant or the engineer may think
is earned on the work still incomplete, they wish to know
only what is actually earned. This does not mean that
they do not give consideration to work in process, but
they wish to be able to evaluate it separately. An accu-
rate figure based on sound accounting principles mixed
with an estimated figure based on future events makes a
total figure which is useless from a point of view of con-
fidence •
At this particular period of the business c^^cle
when construction profits are high and demand for building
is so great, many builders who have recently entered the
field are putting off installing an efficient accounting
system. They are making profits because of the lack of
competition caused by the excess of demand over supply.
They are enjoying the high prices which they are able to
obtain for their services. They do not see the need of an
elaborate cost or accounting system. It seems to me that
now when they can afford it, is the time that they should
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set up such a system. The cost of installation and main-
tenance of a good system now can easily be carried and the
records acquired will be invaluable when competition in-
creases and competitive bidding and price cutting start to
cause the more inefficient contractors to fall by the way-
side. It is at the time of high competition that the con-
tractor will want to know his exact costs. He will have
to pick and choose his jobs. He will have to bid on jobs
at figures below his actual cost at times just to help
contribute to his equipment and administrative overhead.
In order to determine the solution to these and the many
other problems discussed in the previous chapters, it is
essential that a proper accounting system be set up and
installed at this time while conditions are still favor-
able in order to meet more unfavorable conditions fully
equipped to compete.
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